Other Non-Ledger Control Accounts _
Effective date May 1996 Section 4120.1

INTRODUCTION custodial account benefit from interest earned o
the transaction. This type of transaction shouls
To meet competitive pressures, banks provide ke governed by a policy that clearly specifies
large number of customer services that normallguality and maturity parameters. Additionally,
do not result in assets and liabilities subject tdo prevent defaults, borrowers should be subjec
entry on the general ledger, but that may involvéo minimum credit standards, ongoing financia
significant risk. These customer services includgonitoring, and aggregate borrowing limits.
fiduciary accounts, investment management, cuBanks may also indemnify customer account
tomer safekeeping, rental of safe deposit boggainst losses from a borrower or collatera
facilities, purchase and sale of investments fodefault. Such indemnification creates a contin
customers, sale of traveler’s checks, and collegent financial risk to the institution.
tion department services. The bank is respon- Before providing such management and/o
sible for properly maintaining and safeguardindending services, the bank should seek the advic
all consigned items. Banks accomplish the nemf legal counsel about applicable state an
essary control and review of consigned andederal laws concerning that type of bank-
collection items through non-ledger control orcustomer relationship. In addition, the use of
memorandum accounts. Automated systemsigned agreements or contracts that clearly defir
such as a Securities Movements Accounting anghe services to be performed by the bank is
Control system (SMAC), can provide propervitally important first step in limiting the bank’s
control for fiduciary, customer safekeeping, cuspotential liability and risk. The bank must also
todial, and investment management accounts.ensure that a proper control environment, includ
ing joint custody and access procedures, i
established and maintained in support of custc

CUSTOMER SAFEKEEPING dial and management activities. Clearly, the

. largest and most active companies take on a
Custodial and Investment increased level of risk. For companies that ar
Management Accounts aggressively pursuing custodial services or othe

nontraditional lines of business, the examine
Banks may act as custodians for customerghould consider an expanded scope of revie
investments such as stocks, bonds, or goldor these activities.
Custodial responsibilities may involve simple
physical storage of the investments, as well as
recording sales, purchases, dividends, and inter- .
est! On the other hand, responsibilities may be>afe Deposit Boxes
expanded to include actually managing the
account. This type of account managementVhen banks maintain safe deposit box facilities
includes advising customers when to sell or buyhe bank and the customer enter into a contra
certain investments, as well as meeting theiwhereby the bank receives a fee for renting saf
recording requirements. In addition, the banldeposit boxes. The bank assumes the respon:
may lend securities from custodial accounts ibility of exercising reasonable care and precau
authorized by the customer. This transactiotion against loss of the box’s contents. When :
allows the bank, as custodian, to charge a fee fdoss does occur, unless the bank can demonstrz
lending the securities, thereby reducing its neit has maintained the required standard of care
custody costs. Also, both the bank and thét could be held liable for the loss. The required
standard of care is defined as that which woul
be taken by a reasonably prudent and carefi

1. Collection of interest and dividend income cannot b ; ;
faciltated by the bank where the securities held are st in ti?S/SON _€ngaged in the same business. Tu

customer's name, unless the paying agent is advised to changifferent keys are required to open the box, an
the dividend/interest address. Typically, when securities remaithe customer and the bank each have on
in the registered name of the holder, the holder continues tgareful verification of a customer’s identifica-

receive the dividend/interest payments. If the securities ar, ; i ; : .
re-registered into the name of the bank (or its nominee), thefion is critical to meeting an appropriate stan

dividends and interest are received by the bank for the creda_ard of care. The customer is not required
of the custodial customer. disclose the contents of the box to the bank an
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4120.1 Other Non-Ledger Control Accounts

upon court order the bank may gain access to themers can obtain a refund if the checks are lost

box without the presence of the customer. or stolen. Traveler's checks are issued for a fee
or commission shared by the consignor and the
issuing bank. Generally, a working supply of the

Safekeeping che_cks is maintained at the t_eller I'ine_or selling
station and a reserve supply is maintained under

In addition to items held as collateral for loansdu@l control in the bank’s vault.

banks occasionally hold customers’ valuables Under paragraph 7 of section 5136 of the
for short periods of time. The bank may or mayRevised Statutes, national banks may exercise
not charge a fee for the service. Although it is gheir powers “by buying and selling exchange,
convenience for bank customers, many bank&oin and bullion.” This statute is applied to state
attempt to discourage the practice by emphasiziember banks under section 9, paragraph 20, of
ing the benefits of a safe deposit box. When it i§he Federal Reserve Act. Consequently, banks
not possible or practical to discourage a cusMay deal only in gold or silver that qualifies as
tomer, the same procedures that are employed §9in or bullion. The term “coin” means coins
handling collateral must be followed. Items toMinted by a government or exact restrikes,
be stored should be inventoried by two personglinted at a later date by, or under the authority
and maintained under dual controi in the bank'®f, the issuing government. The restrictions
vault. A multicopy, prenumbered, safekeepin%?ﬂt?'n‘?d in the Glass-Steagall Act, which pro-
receipt should be prepared with a detailedibitinvestmentin or underwriting of securities,
description of the items accepted and it shoul@SO are applicable to securities of companies
be signed by the customer. Sealed packages wilivolved with gold.

contents unknown to the bank should never be Rarely does a bank receive sufficient revenues
accepted for safekeeping. from the above transactions to cover the cost of

handling them. However, banks must offer a full

range of services to be competitive and attract

customers. The bank assumes the responsibility
COLLECTION ITEMS and related contingent liability to properly main-

The collection department is one of the mos ain the assets OT others anq to properly .record
diversified areas in the bank. It engages ii(Ialrrfrsansactlons involved with the consigned
receiving, collecting, and liquidating items which )
generally require special handling and for which

credit normally is given only after final payment

is received. The bank acts as agent for itfNTERNAL CONTROL
customers or correspondents and receives a fgeONSIDERATIONS

for that service. Even though general ledger
accounts rarely are used in the collection prop s essential that bank policy provides for
cess, the importance and value of customefioner internal controls, operating procedures,
assets under bank control demand the use gfq safeguards. In all cases, control totals must
accounting procedures adequate to provide g generated and the function balanced periodi-
step-by-step historical summary of each iteng|ly by someone not associated with the func-
processed. An audit trail must be developed tgqp Proper insurance protection must also be
substantiate the proper handling of all items angtained to protect against claims arising from
to reduce the bank’s potential liability. mishandling, negligence, mysterious disappear-
ance, or other unforeseen occurrences. If an
employee should, by fraud or negligence, permit
CONSIGNED ITEMS unauthorized removal of items held for safekeep-
ing or issue traveler's checks improperly, the
The most common items held on consignmeritank may be held liable for losses. Therefore,
by banks are unissued traveler's checks andlanks should maintain adequate bonding for
gold. Traveler's checks have gained widespreacbntingent liabilities and the examiner should
popularity because of the possibility that custeview applicable insurance policies.
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Other Non-Ledger Control Accounts

Examination Objectives .
Effective date May 1996 Section 4120.2

1. To determine if the policies, practices, pro4. To determine compliance with laws and
cedures, and internal controls regarding cus- regulations.
todial activities, consigned items, and otheb. To initiate corrective action when policies,
non-ledger control accounts are adequate.  practices, procedures, or internal controls ar
2. To determine if bank officers and employees deficient or when violations of laws or regu-
are operating in conformance with the estab- lations have been noted.
lished guidelines.
3. To determine the scope and adequacy of the
audit function.
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Other Non-Ledger Control Accounts

Examination Procedures
Effective date March 1984

Section 4120.3

1. If selected for implementation, complete or significant fluctuations and determine the

update the Consigned Items and Other Non-

Ledger Control Accounts section of the®.

Internal Control Questionnaire.
. Based on the evaluation of internal controls

and the work performed by internal/7.

external auditors, determine the scope of the
examination.

. Test for compliance with policies, practices,
procedures and internal controls in conjunc-
tion with performing the remaining examina-
tion procedures. Obtain a listing of any

deficiencies noted in the latest review done.

by internal/external auditors from the exam-
iner assigned “Internal Control” and deter-
mine if appropriate corrections have been
made.

. Obtain a listing of consigned items and othe®.

non-ledger control accounts from the bank.
. Scan any existing control accounts for any

cause of fluctuations.
Compare bank control records to remittanc
records for unissued U.S. savings bonds an
food stamps.
Determine compliance with laws and regula:
tions pertaining to non-ledger control account:
by determining, through observation and dis:
cussion with management, that there exist n
violation of the prohibition against a bank
participating in lotteries (section 9A of the
Federal Reserve Act (12 USC 25A)).
Prepare in appropriate report form, and dis
cuss with appropriate officer(s):
a. Violations of laws and regulations.
b. Recommended corrective action when pol
icies, practices or procedures are deficien
Update the workpapers with any information
that will facilitate future examinations.
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Other Non-Ledger Control Accounts

Internal Control Questionnaire
Effective date March 1984

Section 4120.4

Review the bank’s internal controls, policies,
practices and procedures for consigned items

and other non-ledger items. The bank’s system14.

should be documented in a complete and con-

cise manner and should include, where appro-15.

priate, narrative descriptions, flowcharts, copies

of forms used, and other pertinent information. 16.

Iltems marked with an asterisk require substan-
tiation by observation or testing.

17.

SAFE DEPOSIT BOXES

1.

*2.

10.

11.

12.

13.

Has counsel reviewed and approved the1s.

lease contract in use which covers the
rental, use and termination of safe deposit
boxes?

Is a signed lease contract on file for each
safe deposit box in use?

. Are receipts for keys to the safe deposit

box obtained?

. Are officers or employees of the bank

prohibited from acting as a deputy or

having the right of access to safe deposit22.

boxes except their own or one rented in the
name of a member of their family?

. Is the guard key to safe deposit boxes

19.

20.

21.

previous person did not leave behind any
thing of value?

Has a standard fee schedule for this servic
been adopted?

Are all collections of rental income recorded
when received?

Are all safe deposit boxes where lessee |
delinquent in rent, flagged or otherwise
marked so that access will be withheld
until rent is paid?

Is there a file maintained of all attach-
ments, notices of bankruptcy, letters of
guardianship and letters testamentary serve
on the bank?

Is an acknowledgment of receipt of all
property, and a release of liability signed
upon termination of occupancy?

Are locks changed when boxes are surrer
dered, whether or not keys are lost?

Is drilling of boxes witnessed by two
individuals?

Are the contents of drilled boxes invento-
ried, packaged, and placed under dus
control?

Are all extra locks and keys maintained
under dual control?

maintained under absolute bank control? Conclusion

. Does the bank refuse to hold, for renters,

any safe deposit box keys?

. Is each admittance slip signed in the pres-

ence of the safe deposit clerk and the time
and date of entry noted?

. Are admittance slips filed numerically?
. Are vault records noted for joint tenancies

and co-rental contracts requiring the pres-
ence of two or more persons at each
access?

Are the safe deposit boxes locked closed
when permitting access and the renter’s
key removed and returned to the
customer?

Is the safe deposit clerk prohibited from

23.

24.

Is the foregoing information an adequate
basis for evaluating internal control in that
there are no significant deficiencies in
areas not covered in this questionnaire the
impair any controls? Explain negative
answers briefly, and indicate any addi-
tional examination procedures deemec
necessary.

Based on a composite evaluation, as ev
denced by answers to the foregoing
questions, internal control is considerec
(adequate/inadequate).

assisting the customer in looking throughlTEMS IN SAFEKEEPING

the contents of a box?

Does the safe deposit clerk witness the&25.

relocking of the box?
Are all coupon booths examined by an

attendant after being used but before being26.

assigned to another renter, to be sure the

Are such items segregated from bank:
owned assets and maintained under dus
control?

Is there a set charge or schedule of charg
for this service?

Commercial Bank Examination Manual

March 1994
Page 1



4120.4

Other Non-Ledger Control Accounts: Internal Control Questionnaire

27

28.

20.

*30.

*31.

32.

33.

34.

. Do bank policies prohibit holding items in 42. Are all orders for the purchase and sale of

safekeeping free of charge?

Are duplicate receipts issued to customers
for items deposited in safekeeping?

Are the receipts prenumbered?

Is a safekeeping register maintained
to show details of all items for each

customer?

Is a record maintained of all entries to
custodial boxes or vaults?

Does the bank refuse to accept sealed
packages when the contents are unknown?

for safekeeping, the contents of which are
not described, has the approval of the
bank’s counsel been obtained?

receipts obtained from the customer?

45.

Conclusion

35

36.

*

. Is the foregoing information an adequate
basis for evaluating internal control in that
there are no significant deficiencies in

areas not covered in this questionnaire that
impair any controls? Explain negative
answers briefly, and indicate any addi-

43.

If the bank has accepted sealed packages

When safekeeping items are released, ara4.

investments properly authorized in the

account contract or signed by customers?

For coupon securities held by the bank:

a. Is a tickler file or other similar sys-

tem used to ensure prompt coupon
redemption on accounts where the bank
has been authorized to perform that
service?

b. Are procedures in effect to prevent
clipping of coupons where bank is not
so authorized?

. Have procedures been adopted to
insure prompt customer credit when
coupon proceeds or other payments are
received?

Are all investment items handled in this

area maintained under dual control?

Have procedures been established for

withdrawal and transmittal of items to

customers?

(2]

46. Does an officer review and approve all

withdrawals prior to the transaction?

47. Has a standard fee schedule for this service

been adopted?

tional examination procedures deemedConclusion

necessary.

denced by answers to the foregoing
questions, internal control is considered
(adequate/inadequate).

CUSTODIAN ACCOUNTS

(Omit this section if the bank’s trust department 49-

handles such accounts).

Based on a composite evaluation, as evi-48. Is the foregoing information an adequate

basis for evaluating internal control in that
there are no significant deficiencies in
areas not covered in this questionnaire that
impair any controls? Explain negative
answers briefly, and indicate any addi-
tional examination procedures deemed
necessary.

Based on a composite evaluation, as evi-
denced by answers to the foregoing
questions, internal control is considered

*37. Does the bank have written contracts on  (adequate/inadequate).
hand for each account that clearly define
the functions to be performed by the bank?

38. Has bank counsel reviewed and approve@ OLLECTION ITEMS
the type and content of the contracts being
used? 50. Is access to the collection area controlled

39. Does the bank give customers duplicate  (if so, indicate how)?
receipts with detailed descriptions, includ-*51. Are permanent registers kept for incoming
ing dates of coupons attached, if applica- and outgoing collection items?
ble, for all items accepted? 52. Are all collections indexed in the collec-

40. Are those receipts prenumbered? tion register?

41. Do bank procedures prohibit its holding 53. Do such registers furnish a complete his-
any investments not covered by a sale or  tory of the origin and final disposition of
purchase order in this department? each collection item?
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Other Non-Ledger Control Accounts: Internal Control Questionnaire

412(

54. Are receipts issued to customers for alConclusion

55.

*56.

57.

58.

59.

*60.

61.

*62.

63.

*64.

*65.

66.

67.

*68.

69.

70.
71.

items received for collection?

Are serial numbers or prenumbered forms7z | the foregoing information an adequate

assigned to each collection item and all
related papers?

Are all incoming tracers and inquiries
handled by an officer or employee not
connected with the processing of collec-
tion items?

Is a record kept to show the various
collection items which have been paid and
credited as a part of the day’s business?
Is an itemized daily summary made of all
collection fees, showing collection num-
bers and amounts?

Are employees handling collection items
periodically rotated, without advance noti-
fication, to other banking duties?

Is the employee handling collection items

required to make settlement with the CUS374

tomer on the same business day that pay-
ment of the item is received?

Does the bank have an established policy75'

of not allowing the customer credit until
final payment is received?

Have procedures been established
including supervision by an officer, for
sending tracers and inquiries on unpaid
collection items in the hands of
correspondents?

In the event of nonpayment of a collection

item, is the customer notified and the iteni*78.

promptly returned?
Are the files of notes entered for collection

clearly and distinctly segregated from 79.

bank-owned loans and discounts?

Are collection notes above maintained un-
der memorandum control and is the con-
trol balanced regularly?

*76.

basis for evaluating internal control in that
there are no significant deficiencies in
areas not covered in this questionnaire the
impair any controls? Explain negative
answers briefly, and indicate any addi-
tional examination procedures deemec
necessary.

73. Based on a composite evaluation, as ev

denced by answers to the foregoing
questions, internal control is considerec
(adequate/inadequate).

CONSIGNED ITEMS

Is the reserve stock of consigned items
maintained under dual control?

Are working supplies kept to a reasonabile
minimum, i.e., two or three days’ supply,
and adequately protected during banking
hours?

Is a memorandum control maintained of
consigned items?

77. Are separate accounts with the consignc

maintained at each location
(branch), if applicable?
Is the working supply put in the vault at
night and over weekends or holidays or is
it otherwise protected?
Are remittances for sales made on a regt

larly scheduled basis, if not daily?

issuing

Are collection files locked when the CONclusion

employee handling such items is absent?

Are vault storage facilities provided for 80. Is the foregoing information an adequate

collection items carried over to the next
day’s business?

Does the collection teller turn over all cash
to the paying teller at the close of business
each day and start each day with a standard
change fund?

Has a standard fee schedule for this service
been adopted?

Is the fee schedule always followed?

Is a permanent record maintained for reg-
istered mailed?

81.

basis for evaluating internal control in that
there are no significant deficiencies in
areas not covered in this questionnaire the
impair any controls? Explain negative
answers briefly, and indicate any addi-
tional examination procedures deemec
necessary.

Based on a composite evaluation, as ev
denced by answers to the foregoing
questions, internal control is considerec
(adequate/inadequate).
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Payments System Risk and Electronic Funds Transfer Activi
Effective date November 1996 Section 4125.1

INTRODUCTION exposure to this uncertainty is generally referre
to as payments system risk. The examiner’s rol
Modern economies require an efficient systens to ensure that banks effectively monitor anc
for transferring funds between financial institu-control their exposure to this risk.
tions and between financial institutions and their The amount and, subsequently, the velocity o
customers. Banks and other depository institufunds transfers that must be settled expose
tions use payment systems both to transfer fundsnk to many types of specific risk under the
related to their own operations—for examplegeneral category of payments system risk. |
when engaging in federal-funds transactions—particular, there is liquidity risk, which is the
and to transfer funds on behalf of their customsisk that a counterparty may be temporarily
ers. Banks and the Federal Reserve togethgnable to cover its obligation to the bank at the
provide the basic infrastructure for our nation’sime settlement is supposed to occur. There |
payments system. also credit risk, which is the risk that another
Commercial banks maintain accounts withparticipant in the payments system will fail to
each other and with the Federal Reserve, througiettle at the end of the day. The provision of
which the payments of the general public aréntraday credit (often referred to as daylight
recorded and ultimately settled. The demand fopverdrafts or daylight credit) exposes partici-
electronic funds transfer (EFT) has increasegants to payments system risk because tF
with improved data communication and com-provider of the credit may be unable to collect
puter technology. Community banks that previfinal funds from the receiver at the time paymen
ously executed EFT transactions through a cofs due or at all. On those occasions wher
respondent can now initiate their own same-dapayments are not settled on the same da
settlement transactions nationwide. The need falaylight overdrafts may result in overnight (or
same-day settlement transactions (that is, noterday) overdrafts.
float time) has precipitated financial institutions’ A daylight overdraft occurs whenever the
increased reliance on EFT systems. Financiddalance in an institution's account shows &
institutions commonly use their EFT operationgleficit during the business day. Such a cred
to make and receive payments, buy and se#ixposure can occur in an account that an inst
securities, and transmit payment instructions ttution maintains with a Federal Reserve Banl
correspondent banks worldwide. In the Unitedr with a private-sector financial institution. A
States, most of the dollar value of all fundsdaylight overdraft occurs at a Reserve Banl
transfers is concentrated in two electronic paywhen an institution has insufficient funds in its
ments systems: Fedwire, which is a Federdfederal Reserve account to cover outgoing func
Reserve service, and the Clearing House Intetransfers or incoming book-entry securities trans
bank Payments System (CHIPS), which is ders or as a result of other payment activity
private settlement system owned and operatqatocessed by the Reserve Bank, such as chec
by the New York Clearing House Associa-clearing transactions.
tion. The flow of funds through these systems is For purposes of measuring daylight over-
extremely large compared to the reserve andrafts in Federal Reserve accounts, the Feder
clearing-account balances maintained byeserve uses a special accounting methodolog
the financial institutions participating in thefor posting debits and credits that result from
systems. various transactions. Fedwire funds and secur
The efficiency of a payments system dependsies transfers are posted to an institution’
to a large extent, on the certainty of settlemenéccount as they occur. Other transactions prc
of payments. Final settlement occurs when paycessed by Reserve Banks are posted at specifi
ment obligations between payments system patimes during the day. The account balance i
ticipants are extinguished with final and irrevo-measured at the end of each minute during th
cable funds. In cash-transaction paymentdjusiness day; the end-of-minute balances al
payment and settlement occur simultaneouslysed by Reserve Banks for determining compli
On occasion, settlement may not occur on thance with net debit caps and for calculating
same day. Without settlement, the recipient of daylight overdraft fees. The net debit cap is the
payment faces the uncertainty of not receivingnaximum dollar amount of daylight overdrafts
the value of funds that has been promised. Then institution is permitted to incur in its Federal
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4125.1 Payments System Risk and Electronic Funds Transfer Activities

Reserve account at any point in the day or oneceiving institution. The Federal Reserve guar-
average over a two-week period. antees immediate availability of funds. Once the
Federal Reserve Bank credits the receiving
institution’s account or delivers the advice of
payment, the Federal Reserve Bank will not
TYPES OF PAYMENTS SYSTEMS reverse credit for the payment. Therefore, there
is no settlement risk to the recipient of a Fedwire
The many thousands of payments that bankansfer. The Federal Reserve Bank assumes the
customers make each day result in transfers ¢isk if the sending bank does not settle its
balances among banks and between banks apdsition at the Reserve Bank at the end of the
Reserve Banks. In addition, banks make theipusiness day. This means that the Federal
own payments in connection with carrying outReserve may be at risk for daylight overdraft
the business of banking. Banks can make inteeredit extended when it credits the account of
bank payments through accounts that they holdhe receiving institution for an amount in excess
with a correspondent bank. However, manyf the actual intraday balance in the account of
interbank payments, especially large-dollathe sending institution. The use of daylight
payments, are made through the transfer diverdrafts is not encouraged, and banks are
balances on the books of the Federal Resengibject to credit limits and specific charges set
Banks. by the Federal Reserve. Furthermore, such day-
To evaluate the operational procedures usdight overdraft privileges can be revoked at any
by depository institutions to control payment-time.
processing risks for their own accounts or for Banks can access Fedwire in several ways.
their customers’ accounts, it is necessary tdlany large banks' computer to computer links
understand the mechanics of the various payjetween the bank's computer facility and the
ments systems. The purpose of this summary fsederal Reserve are over leased telephone lines.
to discuss the operations of a range of paymemower volume users usually have dial-up access
services and to explain some of the associate4sing microcomputers and Fedline software.
risks banks are subject to. Some users are off-line, requiring a separate call
to the Federal Reserve for each transaction.

Electronic Funds Transfer Systems CHIPS

Fedwire The Clearing House Interbank Payments System
(CHIPS) is a funds-transfer network owned and
The Federal Reserve System operates a natiorgderated by the New York Clearing House
funds-transfer system, Fedwire, and acts as Association (NYCHA) to deliver and receive
clearinghouse for transactions executed over thg.S. dollar payments between domestic or for-
system. Fedwire provides for the electronieign banks that have offices located in New York
transfer of immediate and irrevocable payment€ity. The network consists of a small number of
between participating institutions and functionssettling participants (large U.S.-chartered banks
as both a clearing and settlement facility fotthat settle end-of-day balances with each other)
funds and securities transfers, which averagend a larger number of nonsettling participants
more than $1 trillion per day. who maintain accounts with one of the settling
The Fedwire funds-transfer system is a realbanks. Settling participants handle settlements
time, gross-settlement, credit-transfer systenfor nonsettling participants. Although a large
Each funds transfer is settled individually on thevolume of CHIPS payments are for settlement
books of the appropriate Federal Reserve Bandf U.S.-dollar foreign-exchange contracts and
as it is processed and is considered a final arfeurodollar investments, there are a significant
irrevocable payment. A depository institutionnumber of domestic business—related transac-
that sends a funds transfer irrevocably authdions. The interbank settlement of payments will
rizes its Reserve Bank to charge its account fanormally be completed by the end of the busi-
the transferred amount and further authorizesess day. Unlike Fedwire, a credit received
the Reserve Bank of the receiving institution tahrough CHIPS may not be a final settlement
transfer the same amount to the account of thend can be reversed later in the day. To avoid
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Payments System Risk and Electronic Funds Transfer Activities 412"

such reversals, CHIPS has a number ofedwire or CHIPS. The means of arranging
risk-management tools in place. Nonethelespayment orders ranges from manual method
the receiving institution needs to recognize thaffor example, memos, letters, telephone calls
it faces some level of intraday credit exposurdax messages, or standing instructions) to elec
through the sending institution (or its settlingtronic methods using telecommunications net
participant) until final settlement is achieved aworks. These networks may include those opel
the end of the business day. ated by the private sector, such as SWIFT o
CHIPS functions through computer terminalsTelex, or other networks operated internally by
located on the premises of the participatingparticular financial institutions.
institutions, which are linked by leased tele- Even though the transfers initiated througt
phone lines with the central computer located a8ystems such as SWIFT and Telex do not resu
the New York Clearing House Association. Inin the immediate transfer of funds from the
general, expenses incurred by the NYCHA tdssuing bank, they do result in the issuing banl
operate the system are assessed against B#lving an immediate liability, which is payable
participants on the basis of the total number ofo the disbursing bank. Therefore, the operatin
messages processed. controls of these systems should be as stringe
as the ones implemented for systems such e
Fedwire and CHIPS.

Manual Systems

Not all financial institutions employ an SWIFT

electronic funds transfer system. Some banks

execute such a small number of EFT transadSociety for Worldwide Interbank Financial Tele-
tions that the cost of a personal computer—basé@mmunications (SWIFT) is a nonprofit coop-
system such as Fedwire is prohibitive. Insteacgrative of member banks serving as a worldwid
these banks will continue to execute EFTs by #nterbank telecommunications network based i
telephone call to a correspondent bank. Exedrussels, Belgium. It is the primary system
cuting EFT transactions in this manner is aremployed by financial institutions worldwide to
acceptable practice as long as the bank h&gnsmit either domestic or international pay-
adequate internal control procedures. ment instructions.

TELEX
Message Systems

Several private telecommunications companie
The message systems employed by financialfer worldwide or interconnected services tha
institutions, corporations, or other organizationprovide a printed permanent record of eacl
to originate payment orders—either for theirmessage transmitted. Telex is the priman
own benefit or for payment to a third party—aremessage system for institutions that do no
indispensable components of funds-transfehave access to SWIFT. The Telex systems d
activities. Unlike payments systems, which transaot include built-in security features. Telex
mit actual debit and credit entries, messagasers exchange security codes, and sende
systems process administrative messages aselquentially number messages sent to anoth
instructions to move funds. The actual moveinstitution.
ment of the funds is then accomplished by
initiating the actual entries to debit the originat-
ing customer’'s account and credit the bene-
ficiary’s account. If the beneficiary’s account o FEDWIRE BOOK-ENTRY
the beneficiary bank’s account is also with th(SECURITIES TRANSFERS
originator's bank, the transaction is normally
handled internally through “book entry.” If the In general, a Fedwire book-entry security trans
beneficiary-related accounts are outside the orer is the electronic transfer of a U.S. Treasury o
ginating customer’s bank, the transfer may bgovernment-agency security as opposed to
completed by use of a payments system such aéysical transfer of a security. When book-
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entry securities transfers are processed ov€ompany (PTC), a New York—based depository,
Fedwire, the institution sending the transfedepending on the securities involved.

receives immediate credit in its Federal Reserve

(funds) account for the payment associated

with the transfer, and its securities account i TOMATED CLEARINGHOUSE
correspondingly debited. The Federal Reservg\ND CHECK TRANSACTIONS
(funds) account of the institution receiving the
transfer is debited for the paﬁmegt gmount, andtomated clearinghouse (ACH) transactions
its securities account is credited. Because g paeh processed, value-dated electronic funds
Institution sending the securities cpptrols thetransfers that are used as a payment instrument
timing of the transfer, it is often difficult for iy for recurring payments initiated by
institutions receiving book-entry securities transg |cinasses and governments. Compared with
fers to anticipate funding needs and, thus, t‘aheck payments, ACH payménts offer more
contr_ol Qay!lght overdrafts. Therefore, .depos"certainty in the ti,ming of payments, are more
tory institutions must understand the intraday,,,enient to consumers, provide a greater level
flows associated with their customers’ book- security to the recipients of funds, and pro-
entri/ .aCt'Vc'ity t(f) hgye a goc(j)d understanding oeide opportunities for greater efficiencies for
peak intraday funding neeas. banks. The level of risk involved in processing
ACH payments depends on two factors: (1) the
value of individual items being processed, as
well as the total value of the ACH file, and
PRIVATE BOOK-ENTRY SYSTEMS (2) the type of ACH transaction, that is, whether

- it is a credit or a debit transaction.
In addition to U.S. Treasury and government Risk is not dependent on the individual trans-

agency securities, many other financial instru- i | | but th | £ th

ments are commonly traded in the United Stateé‘.ct'.On X?:lﬁes%_laor;e, u onl € Kﬁ ue r? th e
Corporate and municipal securities are tradef" '€ lie. ror exampie, although the
through a national clearance and settlemer’l’?d'v'dqal transaction value of corporate pay-
network of four clearing corporations and threéngnt? 'g us?atljly Iargter fthan thﬁ \t/alue Oft.'nd"
depositories. Clearing corporations provide trad¥'@4&! GIréct deposit or payroll transactions,

comparison and multilateral netting of tradepayrollflles tend to have a far greater number of

obligations. The vast majority of corporate equit);ransactlons and, therefore, their aggregate dol-

and bond trades are cleared through the Nation&\r value could be very large.

Securities Clearing Corporation (NSCC). Deposi- Lhte Secofnd fls(ler_nentl thgt_ls ?r:umalt:r the I?vefl
tories, in contrast, hold physical securities angN¢ YP€ Of 1ISks involved in the settiement o

provide book-entry transfer and settlement se Acf||_| payntwe.n.ts IS thettype of ACH ttransaptlon.
vices for their members. Most corporate securi- lie containing mcl)(; %age paymerll S ?r mi\ucr_H
ties, as well as municipal government bonds, a nce premiums could be an example of an

hel he D . T DTC) indebit file. In this type of transaction, funds flow
Nee\?va\l;otrk? epository Trust Company (DTC) Ir]from the receiver to the originator of the trans-

U.S. Treasury, federal-agency, and mortgag action. ACH debit transactions are very similar

backed securities are aenerally traded in ove?ﬁ nature to check transactions. Both receivers of
9 y ACH debit files and payers of checks have the
the-counter markets. The Government Secur

. . . Fight to return transactions for various reasons,
ties C;Ieanng Corporation (.GSCC) compares an Sch as insufficient funds in the account or a
nets its members’ trades in most U.S. Treasure\l/

and federal-agency securities. The GSCC reli losed account. The major risk facing institu-
gency : > Sfons that originate ACH debit transactions and
on the Fedwire book-entry securities-transf

€Lollect checks for customers is return-item risk.

system, discussed above, to effect final deliveriqy 1 _item risk extends from the day funds are
of securities to its participants.

The Mortgage-Backed Securities Clearing 1. the Fedwire book-entry securiies system settles
Corporation, a subsidiary of the Midwest Stockmortgage-backed securities transactions in Federal National
Exchange, compares and nets trades in mortgagéartgage Association (Fannie Mae) securities and Federal
backed securities. The resulting net obligation ome Loan Mortgage Corporation (Freddie Mac) securities.

. . TC settles mortgage-backed securities guaranteed by the
are Settled_ _e'ther through the ng_wwe bookgovernment National Mortgage Association and collateral-
entry securities system or the Participants Trusted mortgage obligations of the Veterans Administration.
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made available to the customer until the indipayments system risk when they process pay
vidual return items are received. ments for institutions that hold accounts with
ACH credit transactions are similar to Fedwirethem. As previously mentioned, the Federa
funds transfers in that funds flow from theReserve System guarantees payment on trans:
originator of the transaction to the receivertions made by accountholders over the Fedwir
A company payroll would be an example offunds-transfer system. If an institution were tc
an ACH credit transaction. In this type offail after sending a funds transfer that caused a
transaction, the bank originating payments owverdraft in its account (a daylight overdraft),
behalf of a customer (the employer in thisthe Federal Reserve would be obligated to cove
instance) has a binding commitment to make ththe payment and bear any resulting losse:
payments to the ACH processor when the bankedwire’s finality rules limit the amount of
deposits its files with the ACH processor. Sincesystemic risk in the payments system. The tote
the ACH is a value-dated mechanism, that ispf depository institutions’ peak daylight over-
transactions may be originated one or two daydrafts in Federal Reserve accounts was approx
before the specified settlement day, the bank imately $85 billion per day, on average, during
exposed to temporal credit risk that can extend994.
from one to three business days, depending on Although the Federal Reserve’s exposure i
when the customer (the employer) funds thaignificant and risk of loss is present even whel
payments it originates. If the customer fails toan institution overdraws its account at a Reserv
fund the payments on the settlement day, thBank for only a few minutes, the chance that the
potential loss faced by the originating bank iS~ederal Reserve will sustain a major loss i
equal to the total value of payments depositecelatively small. Collateral is generally required
with the processor from the time the paymentgor institutions with a history of daylight over-
are deposited until the customer funds theserafts or known problems. In addition, deposi-
payments. tory institutions (including foreign-related ones)
are monitored on an ongoing, and in some case
real-time basis by the Federal Reserve, and the
PAYMENTS SYSTEM RISK are also closely $upervised by federal and sta
regulatory agencies.
Payments system activity gives rise to three
forms of risk:
_ o _ Private Direct Credit Risk
. Dlreqt gredlt riskto t.he Federal Reserve is thegnd Systemic Risk
possibility that an institution may be unable

to cover its intraday overdraft arising from g i 1o Reserve Banks, private-sector finan
a transfer of funds or receipt of book-entry

- . ial institutions and participants in private-party
;ecurltlesé WE'Ch Wou_ld ;:r?use the tFted_er inancial arrangements may be exposed to crec
aT(fsestve ank processing the payment to InCug through the extension of intraday credit.
RSO L . One of the most significant dangers of private

* Private Q|re_ct (_:redlt riskis ’ghe pOS§IbI|Ity of . direct credit risk is that the failure of a borrower
loss to institutions extending daylight credltto cover its net debit position with a private

thmlftghf prlv_atet_t st(_attletr)ngnt systbelm? as th@reditor may impair the latter's ability to meet
result of an institution being unable 10 COVeyq 4,y opligations to third parties. Further, the
its intraday debit position for reasons indepen

dent of devel tsin th " A failure of even one major participant to meet its
ent ot developments In the payments sys en?Jayments obligations in a private clearing
» Systemic risks the possibility that the failure

: o . ¢ _"arrangement could create a systemic disruptio
of one participant in a transter system will 5¢ 1he" hayments system or of financial market

cause other participants to fail to meet theit general. Such a major disruption has the

obligations. potential to damage broader economic activit
as well.

Because of the large number of transaction

Risks to Reserve Banks between depository institutions and the level o

private daylight credit resulting from many of
Federal Reserve Banks may be exposed these transactions, financial positions chang
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quickly and dramatically throughout the day.control their use of intraday Federal Reserve
The failure of one depository institution may becredit and to recognize explicitly the risks in-
difficult to isolate and, in principle, could induce herent in the provision of intraday credit. Day-
a series of failures of interrelated creditors. In dight overdraft fees induce institutions to make
financial crisis engendered by such insolvenciesusiness decisions concerning the amount of
or associated illiquidities, other participants inintraday Federal Reserve credit they are willing
financial markets could be adversely affectedo use based on the cost of using that credit. As
Because systemic risk and other interdependeat result, institutions should establish intraday
direct risks fall on third parties, these risks maycredit limits for their customers that actively use
not be completely recognized and managed. payment services. The new daylight overdraft
measurement method, which incorporates a set
of transaction-posting rules for payments out-
side of Fedwire and the book-entry systems,
SUPERVISORY POLICY should also help institutions control their use of
OVERVIEW Federal Reserve intraday credit by providing
) o ) _greater certainty about how their payment activ-
A primary objective of examiners evaluatingity affects their Federal Reserve account balance
payments system risk (PSR) is to ensure thafuring the day. Pursuant to the Federal Reserve
banks using Fedwire comply with the Board'sBoard’s policy, daylight overdraft charges are
PSR policy. In 1985, the Board of Governors ofcalculated and assessed following each two-
the Federal Reserve System adopted a policy {9eek reserve-maintenance period. A more
reduce the risks that large-dollar payments systetailed explanation is contained in tBeiide to
tems bring to the Federal Reserve Banks, thge Federal Reserve’s Payments System Risk
banking system, and other sectors of the ecompolicy, which may be obtained from the risk

omy. An integral component of the Federalmanagement coordinator at any Reserve Bank.
Reserve’s PSR policy is a program to control the

use of intraday Federal Reserve credit.

The PSR policy further established limits, ooNET DEBIT CAPS
caps, on the amount of Federal Reserve daylight
credit that may be used by a depository institunder the Federal Reserve’'s PSR program, each
tion during a single day and over a two-weekinstitution that maintains an account at a Federal
period. These limits are sufficiently flexible to Reserve Bank is assigned or may establish a net
reflect the overall financial condition and operadebit cap, which determines the amount of
tional capacity of each institution using Federaintraday Federal Reserve credit that the institu-
Reserve payment services. The policy also petion may use. An institution’s net debit cap
mits Reserve Banks to protect themselves fromefers to the maximum dollar amount of uncol-
the risk of loss by requiring institutions to postlateralized daylight overdrafts that the insti-
collateral to cover daylight overdrafts in cer-tution may incur in its Federal Reserve account.
tain circumstances or by restricting the accountinder the policy, financially healthy institutions
activity of institutions that incur frequent or may incur daylight overdrafts in their Federal
excessive overdrafts. Reserve accounts up to each institution’s cap,

In 1992, the Board of Governors approved grovided that they have access to the Federal
policy that established fees to be assessed f&eserve discount window. The net debit caps for
institutions’ use of Federal Reserve daylighinstitutions that may be considered “special
credit beginning in April 1994. Along with the situations™ are discussed in detail at the end of
daylight overdraft fee policy, the Federal Reservghis section.
adopted a modified method of measuring day- The size of the institution’s net debit cap is
light overdrafts that more closely reflects thedetermined by its cap category and its reported
timing of actual transactions affecting an insti-capital. There are six cap categories: zero,
tution’s intraday Federal Reserve account balkexempt-from-filing, de minimis, average, above
ance. This measurement method incorporates—

specific account-posting times for different types 2. Institutions considered special situations include U.S.
f i branches and agencies of foreign banks, nonbank banks,
of transactions. . N AN . X
L . . industrial banks, institutions without access to the discount
The objective of daylight overdraft fees is tOyindow, and institutions involved in interaffiliate transfer or

provide a financial incentive for institutions to third-party access arrangements.
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TABLE 1—CAP MULTIPLE MATRIX

Cap Multiples
Cap Categories Single day Two-week average
Zero 0 0
Exempt-from-filing* $10 million/0.20 $10 million/0.20
De minimis 0.40 0.40
Average 1.125 0.75
Above average 1.875 1.125
High 2.25 1.50

* The net debit cap for the exempt-from-filing category is
equal to thdesserof $10 million or 0.20 multiplied by risk-
based capital.

average, and high. The last three categories afiing a board-of-directors’ resolution (cap reso-
called self-assessment caps because they dméion) with its Reserve Bank, or it can be
established by an institution’s own assessmemissigned a cap category by its Reserve Ban|
of how it rates various financial performanceGenerally, only those institutions that regularly
factors, as described in greater detail below. incur daylight overdrafts of more than $10 mil-

Each cap category is associated with cafpon or 20 percent of their risk-based capital on
multiples, which are shown in table 1. Ana single-day or two-week average basis ar
institution’s net debit cap, sometimes referred toequired to file a cap resolution. Institutions that
as its daylight overdraft capacity, is calculated ado not file cap resolutions are assigned to eithe
its cap multiple times its amount of total risk-the exempt-from-filing or zero cap category. An

based capital: institution that has not filed a resolution may

not be aware of its assigned cap category an

Net debit cap = cap multiple may contact its Reserve Bank to obtain this
information.

x risk-based capital

An institution in the average, above-averageZero Cap
or high-cap category has two different cap
multiples, one for its maximum allowable over-An institution in the zero cap category has a ne
draft on any day (“single-day cap”) and one for debit cap of zero; thus, it may not incur daylight
the maximum allowable average of its pealoverdrafts in its Federal Reserve acccuBbme
daily overdrafts in a two-week period (“two- institutions have established management pol
week average cap”). Institutions in the zerogcies that prohibit daylight overdrafts. These
exempt-from-filing, and de minimis cap catego-nstitutions may adopt a voluntary zero cap, bu
ries have a single cap that applies to both ththey are not required by Federal Reserve polic
single-day peak overdraft and the average peak do so. An institution that adopts a zero cay
overdraft for a two-week period. may do so by sending a letter to its Reserve

An institution’s cap category is normally Bank. The cap will remain in effect until a cap
fixed over a one-year period. The dollar amountesolution for a different cap category is filed by
of a net debit cap, on the other hand, is dhe institution, or until the institution becomes
function of an institution’s capital and will vary eligible for the exempt-from-filing status and
over time as the institution’s capital changes. requests that the Reserve Bank assign it to th

exempt category.

R 3. In some cases, an institution may be permitted to incu
Ca‘p Categorles overdrafts provided they are fully collateralized, as discusse
. o in the subsection “Overdrafts Caused by Book-Entry Securi

An institution can establish its cap category byies Transfers.”
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In addition, an institution may be assigned anet debit cap. Institutions in the exempt-from-
zero cap by its Reserve Bank. Institutions thafiling cap category are not required to renew
may pose special risks to the Reserve Bankheir caps annually.
such as those without access to the discount
window, those incurring daylight overdrafts in
violation of the Federal Reserve’s PSR policyDe Minimis Cap
or those in a financially weakened condition, are
generally assigned a zero cap. Newly chartereflach financially healthy depository institution
institutions may also be assigned a zero cap. Atihat regularly incurs daylight overdrafts in excess
institution that has been assigned a zero cap a®é the exempt-from-filing limitations must file
result of recurring daylight overdrafts in excessa resolution with its Reserve Bank for a cap
of its cap may generally file a resolution for acategory that accommodates its normal use of
higher cap if the institution is considered to be ifintraday credit. The de minimis cap category
healthy financial condition. An institution with a allows institutions to incur peak daily and two-
zero cap should confirm its eligibility for a week average daylight overdrafts of up to a cap
positive cap with the Reserve Bank beforeof 40 percent of their total risk-based capital.
proceeding to obtain the approval of its board oT his category was designed to reduce the burden
directors for a de minimis cap or before begin-of performing a self-assessment for those insti-
ning a self-assessment. The procedures for cotutions incurring relatively moderate levels of
ducting a self-assessment are discussed laterdaylight overdrafts.
this section. To establish the de minimis cap, an institu-

tion’s board of directors must submit a cap
resolution to the Reserve Bank. This resolution
Exempt-from-Filing must approve the institution’s use of intraday
Federal Reserve credit in an amount up to
The exempt-from-filing category permits deposi40 percent of its capital.
tory institutions to incur daylight overdrafts up
to a net debit cap of $10 million or 20 percent of
their total risk-based capital, whichever amounSelf-Assessment Caps
is less. A Reserve Bank will assign an institution
that is eligible for exempt status to this categorDepository institutions that use intraday Federal
without requiring any additional documentation.Reserve credit in amounts that exceed 40 per-
As a result, the exempt-from-filing cap categorycent of their risk-based capital on a single day or
substantially reduces the administrative burdeon average over a two-week period must estab-
associated with obtaining a net debit cap. Thésh their daylight overdraft caps through the
majority of depository institutions that hold self-assessment process. This process is required
Federal Reserve accounts are granted exentptestablish a cap in the average, above-average,
status. or high categories.

The exempt status is granted at the discretion In performing a self-assessment, an institu-
of the Reserve Bank. To be eligible for thetion must evaluate the following four factors:
exempt-from-filing category, an institution must
be in healthy financial condition, and it shoulde creditworthiness
use only minimal amounts of intraday Federatb intraday funds management and controls
Reserve credit. Specifically, an institution’s day= customer credit policies and controls
light overdraft history should show only infre- » operating controls and contingency proce-
guent overdrafts of more than $10 million or dures
20 percent of its total risk-based capital, which-
ever amount is less. A depository institution The institution must assign a rating based on
with a new Federal Reserve account may bis assessment of each of the above factors and
eligible for exempt status if it is considered to bethen combine the ratings to determine its appro-
in healthy financial condition. Furthermore, if anpriate net debit cap category. An examiner’s role
institution assigned to the exempt-from-filingin reviewing an institution’s assessment is an
cap category later determines that it requiresnportant part of determining an institution’s
more daylight overdraft capacity, it may file acompliance with the policy. An examiner is
cap resolution, described below, to increase iteesponsible for ensuring that the institution’s
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underlying analysis and methodology were reaage over two-week periods. The analysis cover
sonable, and that the resultant self-assessmemtsufficient period of time so that an institu-
was generally consistent with examination findtion can determine its peak demand for intra
ings. The following discussion provides a sim-day credit and establish its average use ¢
plified explanation of the self-assessment facsuch credit. The more volatile an institution’s
tors. A more detailed explanation is contained irpayments activity, the longer the interval tha
the manualGuide to the Federal Reserve'sis selected for analysis. The analysis incorpo
Payments System Risk Policy rates all operational areas with access to pay
ments systems. In addition to large-dollar fund:

Creditworthiness Of the four self-assessmentand book-entry securities-transfer activity, the
factors, creditworthiness is the most influentiateview should address check clearing, ACH
in determining an overall net debit cap for acurrency operations, and other payment activ
given institution. The creditworthiness factor isity that results in relatively large-value settle-
principally determined by a combination of thement obligations. Thus, the analysis should no
institution’s capital adequacy and most recenbe limited to on-line payment systems, nor
supervisory rating. In the self-assessment, ashould it be limited to payment systems to
institution’s creditworthiness is assigned onevhich the institution has on-line access. Addi-
of the following ratings: excellent, very good, tionally, institutions with direct access to Fed-
adequate, or below standard. An excellent or wire or other payments systems in more thal
very good rating indicates that an institutionone Federal Reserve District must combine a
demonstrates a sustained level of financial peof these access points into a single integrate
formance above its peer-group norm. As analysis.
general matter, fundamentally sound depository In performing the analysis, the institution
institutions that experience only modest weakeonsiders both liquidity demands and the poten
nesses receive a rating of very good. tial credit risks associated with participation in

Most institutions will use the creditworthinesseach payments system. The institution’s capa
matrix to determine this component’s rating.ity to settle its obligations in both routine and
If an institution’s creditworthiness rating is nonroutine circumstances must be carefull
adequate or better, it then proceeds to rate thessessed. Thus, a complete assessment of
other three factors in the self-assessment praastitution’s ability to control its intraday obli-
cess. The institution’s assessment of the othgations extends, in many cases, beyond it
three factors determines whether its compositability to control its use of Federal Reserve
rating will be lower than or equal to thatintraday credit within the constraints of its net
determined by the creditworthiness factor. If thalebit cap. Rather, it extends to the institution’s
overall creditworthiness is either adequate oability to control its position across all payments
below standard, then the institution does nosystems to a level that permits it to fund its
qualify for a positive daylight overdraft cap. In obligations regularly. This type of assurance
certain limited circumstances, an institution mayequires an institution to fully understand the
conduct a full analysis of this component. Thenature of its obligations and to establish system
matrix and information regarding the full analy-that permit it to monitor daily activity and to
sis are available in th&uide to the Federal respond to unusual circumstances.
Reserve’s Payments System Risk Policy

Customer Credit Policies and ControlShe

Intraday Funds Management and Contrdhe assessment of an institution’s customer cred
purpose of analyzing intraday funds managepolicies and controls requires two distinct
ment and control is to assess a depositorgnalyses:
institution’s ability to fund its daily settlement
obligations across all payments systems in which an analysis of the institution’s policies and
it participates. The analysis requires a review of procedures for assessing the creditworthi
funds management, credit, operations personnel,ness of its customers, counterparties, an
and payment activity over a period of time. correspondents

To obtain an accurate understanding of funds an analysis of the institution’s ability to moni-
movements, an institution must have a good tor the positions of individual customers and
understanding of its daily use of intraday credit to control the amount of intraday and interday
as well as of its use of intraday credit on aver- credit extended to each customer
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The analyses require the involvement of bothap Resolutions
credit and operations personnel and focus on

the creditworthiness of all customers, includ-p poard-of-directors’ resolution is required to
ing corporate and other depository insti-egiaplish a cap in the de minimis, average,
tutions, that are active users of payment setynoye-average, or high cap categories. These
vices. In addition, the creditworthiness ofresplytions must follow a prescribed format.
correspondents and all counterparties on privately,a ifically, resolutions must include the follow-
operated clearing and settlement systems m - (1) the official name of the institution,
be assessed. _(2) the city and state in which the institution is
For institutions that have arranged with agcated, (3) the institution’s routing number,
third-party service provider (discussed in thqg) the date the board acted on the resolution,
subsection “Third-Party Acce_ss Arrang_ements”)(5) the cap category adopted, (6) the appropriate
to process payments, certain operational corficial signature, and (7) the corporate seal. For
trols may be established in either the funds ang poard resolution approving the results of a
book-entry securities-transfer operation of thge|f-assessment, the resolution must identify the
service provider or in the depository institu-ratings assigned to each of the four factors of the
tion’s own operation, depending on the nature ofssessment as well as the overall rating used to
the arrangement. In any case, the standards fgetermine the actual net debit cap. In addition,
customer c_redlt control and monitoring are to_b%ignificant liquidity or holding company factors
applied uniformly and extended to the servicenay pe addressed in the resolution; the insti-
provider's operation as appropriate. tution must indicate if it did not use the

) ) creditworthiness-matrix approach in determin-
Operating Controls and Contingency Proce-ing its creditworthiness rating.

dures The purpose of the analysis of operating
controls and contingency procedures is to asse

the integrity and the reliability of a depositorytained at the institution. Examiners must review

institution’s payment operations to ensure thag,ing information and material used by the
they are not a source of operating risk. The

h : ; . : nstitution’s directors in fulfilling their respon-

integrity of operations is of particular concerng;iisies under the PSR policy. At a minimum,
because operational errors and fraud can increage, following items must be maintained in the
the cost of payment services and can undermiqﬁstitution’s cap resolution file:

the confidence of the public in the payments ’
mechanism. Similar results can occur if PaYs an executed copy of the resolution adopting
ment systems are unreliable and parties making

et . the net debit cap
and receiving payments do not have confidence . ,
that timely payments will be made. * copies of management's self-assessment of

creditworthiness, intraday funds management
and control, customer credit policies and con-

assessment components are analyzed and alL'rols, and operating controls and contingency
overall rating is determined, the results must be prpcedures )

reviewed and approved by the institution’s board Minutes and other documentation that serve as
of directors. The directors’ approval must be @ formal record of any discussions of the
communicated to the Reserve Bank by submis- Sélf-assessment by the directors

sion of a board-of-directors’ resolution. The* status reports made available to the board of
Reserve Bank then reviews the cap resolution directors regarding the depository institution’s
for appropriateness, in conjunction with the compliance with resolutions adopted by the
institution’s primary regulator. If the Reserve directors as well as with the PSR policy
Bank determines that the cap resolution is not other materials that provide insight into the
appropriate, the institution is informed that it directors’ involvement in carrying out their
must reevaluate its self-assessment and submitresponsibilities under the PSR policy, includ-
another resolution. A resolution to establish a ing special studies or presentations made to
different cap category may be submitted by the the directors

institution, or it may be required by the Reserve

Bank before the annual renewal date if circum- De minimis and self-assessment cap resolu-
stances warrant such a change. tions are valid for one year after the date of the

Supporting documentation used in determin-
an appropriate cap category must be main-

Overall Assessment Ratin@nce the four self-
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resolution. An institution with a de minimis cap institution could also face account-activity
must renew its cap resolution annually byrestrictions, such as rejection of Fedwire fund:
submitting a new resolution. An institution transfers in excess of the account balance c
with a self-assessment cap must perform a neaccount-prefunding requirements for non-
self-assessment annually and submit an updaté@dwire activities, such as check, ACH, anc
cap resolution. Procedures for submitting thisurrency transactions. If the overdrafts in exces
resolution are the same as those for establishiraf the cap are caused by the posting of non
a new cap; however, an institution may submit &edwire transactions, the Reserve Bank ma
cap resolution for a different cap category thamermit the overdrafts pursuant to certain accour
its existing category if appropriate. Each resorestrictions. Reserve Banks will also keep
lution to renew a cap is reviewed for appropri-institutions’ primary regulators apprised of any
ateness by the Reserve Bank, in conjunctiorecurring overdraft problems.
with the institution’s primary supervisor.

Because the self-assessment process may, in
some cases, require considerable time to CO"Confidentiality of Caps
plete and approve, institutions should be aware
of the expiration date of their cap resolutionSrhe Federal Reserve considers institutions’ day
well in advance. If a new cap resolution is NOYight overdraft caps and cap categories to b
received by the expiration date, an institutiongnfigential information and will only share this
may be assigned a zero or exempt cap, WhiGormation with an institution’s primary super-
would generally preclude or reduce any use Qjsor. |nstitutions are also expected to treat ca
daylight credit in the institution’s Federal jnformation as confidential. Cap information
Reserve account. should not be shared with outside parties o

mentioned in any public documents.

Consequences of Cap Violations
ROLE OF DIRECTORS

A daylight overdraft cap violation, that is, an
overdraft in excess of the single-day or two-The directors of a depository institution estab-
week cap, may result in a series of actions by thish and implement policies to ensure that man
Reserve Bank aimed at deterring future capgement follows safe and sound operating prac
violations. The actions taken depend on the sizéices, complies with applicable banking laws,
and frequency of the overdrafts and on theand prudently manages financial risks. Giver
financial condition of the institution. Initial these responsibilities, the directors play a vita
actions taken by the Reserve Bank may includeole in the Federal Reserve’s efforts to reduct
an assessment of the causes of the overdraft arigks within the payments system.
a review of account management practices with As part of the PSR policy, the Federal Reservi
the institution. These Reserve Bank actions anequires that directors, at a minimum, undertak
generally documented through counseling callthe following responsibilities:
and letters. An institution may be required to
submit documentation specifying actions it wille understand the depository institution’s prac-
take to address the overdraft problems. tices and controls regarding risks assume

If cap violations continue to occur, an insti- when processing large-dollar transactions fo
tution may be required to increase clearing both its own account and the accounts of its
balances or pledge collateral (only in cases customers or respondents
when the overdraft is caused by the transfer of establish prudent limits on the net debit posi:
book-entry securities) to cover its overdrafts. tions that the institution incurs in its Federal
For a healthy institution in the exempt-from- Reserve account and on privately operate
filing, voluntary-zero, or de minimis cap cate- clearing and settlement systems
gories, the Reserve Banks may recommend thatperiodically review the frequency and dollar
the institution perform a self-assessment and file levels of daylight overdrafts to ensure that the
a cap resolution to obtain a higher net debit cap. institution operates within the guidelines
Alternatively, Reserve Banks may assign the established by its board of directors (Directors
institution a zero cap. In this situation, an should be aware that, under the Federe
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Reserve’s PSR policy, repeated violations o0bf intraday credit because they can monitor the
the institution’s daylight overdraft net debittime that each transaction is credited or debited
cap could lead to reductions in the cap, as wetb their account. Note that these posting times
as the imposition of restrictions on its Federahffect the calculation of the account balance for
Reserve account activity that could affect thedaylight overdraft monitoring and pricing pur-
institution’s operations.) poses but do not affect the finality or revocabil-
ity of the entry to the account. An important
The directors may appoint a committee offeature of the posting rules is a choice of posting
directors to focus on the institution’s participa-times for check credits.
tion in payment systems and its use of daylight To monitor an institution’s overdraft activity
credit. Furthermore, a higher level board of thend its compliance with the PSR policy and to
same corporate family, for example, the parentalculate daylight overdraft charges, the Federal
company of a bank holding company, mayReserve has developed the Daylight Overdraft
conduct a self-assessment review, if necessargeporting and Pricing System (DORPS). DORPS
and approve a cap resolution. An institution’scaptures all debits and credits resulting from an
board of directors should be aware that delegainstitution’s payment activity and calculates end-
ing the review process to a committee or higheof-minute account balances using the daylight
level board does not absolve them from theverdraft posting rules.
responsibilities outlined in the Federal Re-
serve’s PSR policy. The directors cannot dele-
gate this responsibility to an outside CO”SU'ta“Monitoring Compliance

or third-party service provider. ; ;
The Federal Reserve recognizes thatdirectoyglth the PSR Policy

of foreign banks do not necessarily serve in thgegerve Banks generally monitor institutions’
same capacity as directors of banks in the,mnpjiance with the PSR policy over each
United States. Therefore, individuals who argyo-week reserve-maintenance period. A cap
responsible for formulating policy at the foréigny each occurs when an institution’s account
bank’s head office may substitute for directors iy 51ance for a particular day shows one or more
performlng the responsibilities specified in thenegative end-of-minute account balances in
PSR policy. excess of its single-day net debit cap. In addi-

tion, a cap breach would occur if an institution’s

average peak daily overdraft over a reserve-

DAYLIGHT OVERDRAFT maintenance period was greater than its two-
MONITORING AND week average cap.
MANAGEMENT Institutions with more than one Federal

Reserve account are monitored on a consoli-
dated basis, that is, a single account balance is
derived by adding together the end-of-minute
balances of each account. The accounts of
Siffiliated institutions are monitored separately if

occurred in a depository institution’s accour)tthey are separate legal entities. In addition, for
the Federal Reserve uses a set of transactiofsitutions with accounts in more than one

posting rules, which define explicitly the time of oo g Reserve District, an administrative
day that debits and credits from various transpaserve Bank (ARB) is designated. The ARB

actions are posted to the account. Such debig,,jinates the Federal Reserve’s daylight over-
raft monitoring activities for the consolidated

and credits result from Fedwire funds transferE
ccounts or institutions, such as the branches

Fedwire book-entry securities transfers, and al
non-Fedwire transactions processed byaResergﬁd agencies of a foreign bank. Typically, the
ARB is the Reserve Bank in the Federal Reserve

Bank. In general, all Fedwire funds and book
entry securities transfers are posted to an insti-
tution’s account as they occur throughout the

day. For non-Fedwire transactions, posting rul ) , i
4. The average peak daily overdraft is calculated by adding

in effect since October 14, 1993, govern thg A - !
L . 4 ogether the largest overdraft, if any, incurred each day during
timing of account debits and credits. Thesg reserve-maintenance period and dividing that sum by the
posting rules help institutions control their usenumber of business days in the period.

Daylight Overdraft Measurement

To determine whether a daylight overdraft ha
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District where the consolidated entity has itghat are not caused by book-entry securities
leading presence. transfer activity above their net debit cap.
Institutions in the exempt-from-filing cap Furthermore, if an institution incurs book-
category are normally allowed two capentry overdrafts that are considered “frequen
breaches in two consecutive two-week reserveand material,” the institution will be required to
maintenance periods without violating the PSReollateralize fully all of its book-entry over-
policy. For institutions in the de minimis or drafts. For an institution’s book-entry overdrafts
self-assessment cap categories, each cap breastbe considered frequent, such overdrafts mu:
resulting from funds-transfer activity is consid-occur on more than three days in two consect
ered a policy violation, but infrequent overdraftstive reserve-maintenance periods. To be consic
in excess of cap that are related to Fedwirered material, an overdraft must be more tha
book-entry securities-transfer activity are perd0 percent above the institution’s net debit cap
mitted, within the limits described below. Over-and the book-entry-related portion of the over-
drafts in excess of cap that are due to the postimdraft must be more than 10 percent of the car
of an institution’s non-Fedwire transactionsOnce an institution incurs frequent and materia
(check, ACH, etc.) may be permitted pursuant tdbook-entry overdrafts, it will be required to
certain account restrictions that may be imposepledge collateral to cover all book-entry over-
by the Reserve Bank. In addition, a Reservdrafts for six reserve-maintenance periods afte
Bank may waive a cap violation if it determinesits last material book-entry overdraft occurred.
that the overdraft resulted from circumstances Even if an institution voluntarily pledges
beyond the institution’s control, such as arcollateral for book-entry overdraft purposes,
operational failure on the part of a Reservehese collateralized book-entry overdrafts are
Bank. not excluded from the calculation of frequency
and materiality. An institution that voluntarily
pledges collateral for book-entry overdraft pur-
oses may be required by its Reserve Bank t
Overd_rafts Caused by Book-Entry Bledge coﬁateral ?o coveryfully its peak book-
Securities Transfers entry overdraft if the overdrafts in excess of its
= ) . cap become frequent and material.
Book-entry securities transactions over Fedwire |stitutions that are required to pledge collat-
are initiated by the institution sending the secUg(a| to cover all book-entry overdrafts or that
rities. Therefore, the receiving institution mayyo|yntarily collateralize book-entry overdraft
not be able to control the time at which securiyctivity may pledge excess discount-window
ties are delivered to its securities account and ifgp|jateral (collateral pledged to the Reserve
funds account is correspondingly debited. As @ank for overnight borrowing purposes that is
result, daylight overdrafts caused by book-entryot already securing a loan), some other pool c
securities transfers are monitored separately fro§japle collateral, or both. In-transit book-entry
Fedwire funds-transfer overdrafts. For eacCkecyyities, that is, the incoming securities tha
institution, a separate end-of-minute accournta,se the daylight overdraft, may be used a
balance using debits and credits resulting only|jateral subject to an agreement between th
from book-entry securities-transfer activity iSgepository institution and its Reserve Bank. Ar
reported. This allows Reserve Banks to detefpgtitytion that chooses to use in-transit securi
mine if a particular daylight overdraft was ties as collateral must agree to provide adequa
caused by book-entry securities activity. records of the pledge to the Reserve Bank and

_ The Federal Reserve allows institutions talow the Reserve Bank to audit these collatere
increase their effective daylight overdraft capacrecords periodically.

ity by pledging collateral to cover all or a

portion of their book-entry securities-related

overdrafts. These secured book-entry overdrafts . .

are excluded from the calculation of overdraftd@ylight Overdraft Reporting and
subject to the net debit cap, thereby increasingricing System

the amount of capacity available for funds-

transfer and other activity. Regardless of collatbaylight Overdraft Reporting and Pricing Sys-
eral pledged, however, institutions generallfem (DORPS) is a Federal Reserve compute
may not increase their capacity for overdraftsystem used by Reserve Banks to determine
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an institution is in compliance with the PSRSPECIAL SITUATIONS
policy. It enables the Reserve Bank to identify

all institutions with daylight overdrafts in excessgranches and Agencies
of net debit caps or with uncollateralized book-

entry overdrafts. DORPS is also used to calcu(-)f Foreign Banks

late and assess charges for daylight overdraft, g '\, hes and agencies of foreign banks are
In addition, DORPS maintains information Ontypically treated the same as domestic institu-

institutions’ current reported capital to calculate: , :
daylight overdraft caps. These capital data noert-Ions under the Federal Reserve's PSR policy.

= A A However, several unique considerations affect
mally originate in institutions’ regulatory reports, i o way in which the policy is applied to U.S
such as the Reports of Condition and Income f%ranches and agencies of foreign banks o

commercial banks (call reports). DORPS also In general, net debit caps for foreign banks

stores historical data on institutions’ account, .5\« e din the same manner as for domes-
balances, overdrafts, and overdraft charges. tic banks, that is, by applying cap multiples for

DORPS calculates the Federal Reserve accouifa of the six cap categories to a capital mea-
balances of each institution minute-by-minuteg e However. the determination of an appro-
For an institution maintaining more than one&g '

: iate capital measure, known as the U.S. capital
account at Reserve Banks, the multiple accoung,,ivalency, is substantially different for foreign

are consolidated for purposes of calculating thganys and depends on whether the bank is based
institution's balance. Debits or credits to any, 4 country that has signed or adopted the
institution’s account resulting from transfers of

" h standards of the Basle Capital Accord. In addi-
funds and securities over Fedwire, and no

fion, special provisions regarding collateraliza-

Fedwire transactions processed by Reservg,, of overdrafts, allocation of caps, and capital-
Banks, cause fluctuations in its account balanq%pomng requirements also apply to foreign
throughout the day. Although DORPS recordg anis. For more information refer to tiguide

positive as well as negative total end-of-minutg e Federal Reserve’s Payments System Risk
balances in each institution’s account, positives

end-of-minute balances do not offset negativ%oncy'
balances at other times during the day for
purposes of determining compliance with net .
debit caps or for calculating daylight overdraitNonbank Banks and Industrial Banks
fees.
The Competitive Equality Banking Act of 1987
(CEBA), as implemented in section 225.52 of
o Federal Reserve Regulation Y, prohibits a non-
Account Balance Monitoring System bank bank or an industrial bank grandfathered
under the act from permitting or incurring any
The Account Balance Monitoring Systemoverdrafts on behalf of an affiliate, either on its
(ABMS) is a tool used by Reserve Banks toown books or in its account at a Federal Reserve
monitor in real time the payment activity of Bank. For this purpose, an affiliate is any com-
institutions that potentially expose the Federapany that controls the nonbank bank or indus-
Reserve and other payment system participantdal bank, is controlled by it, or is under
to risk of loss. To reduce the risks that insti-common control with it. A nonbank bank or
tutions in deteriorating financial condition orindustrial bank loses its grandfathered status
institutions with a history of excessive overdraftunder CEBA if it permits or incurs overdrafts
activity may pose to the Federal Reserve and thgrohibited by CEBA. In addition, nonbank banks
payment system, Reserve Banks may applgnd industrial banks must comply with the PSR
real-time monitoring to an institution’s account.policy regarding net debit caps in the same
Real-time monitoring, which relies on the capamanner as other depository institutions; these
bility of ABMS to intercept or reject funds institutions are also subject to daylight overdraft
transfers, may be used to prevent an institutiofees, calculated using the same methodology as
from transferring funds from its account if therethat applied to other institutions.
are insufficient funds to cover the payment or if The prohibition does not extend to overdrafts
the transfer would increase the institution’sthat are the result of inadvertent computer or
overdraft above its net debit cap. accounting errors beyond the control of both

November 1995 Commercial Bank Examination Manual
Page 14



Payments System Risk and Electronic Funds Transfer Activities 412!

the nonbank bank or industrial bank and itdrafts in their reserve or clearing accounts. I
affiliate. In addition, nonbank banks are perany daylight overdrafts occur, the Edge Act or
mitted to incur overdrafts on behalf of affiliatesagreement corporation will be required to pledge
that are primary dealers in U.S. governmentollateral to cover them. Like foreign banks,
securities, provided such overdrafts are fullfEdge Act and agreement corporations that hav
collateralized. The Federal Reserve has devebranches in more than one Federal Reserv
oped special monitoring procedures to ensurBistrict are monitored on a consolidated
that nonbank banks and industrial banks complipasis.

with CEBA and Federal Reserve Regulation Y.

For more information refer to thé&uide to

the Federal Reserve’'s Payments System Ri§<ankers' Banks

Policy.
Bankers’ banks, including corporate credit
unions, are exempt from reserve requirement
Institutions Subject to Daylight and do not have regular access to the discoul
Overdraft Penalty Fees window. Bankers’ banks may voluntarily waive

their exemption from reserve requirements, thu

Under the PSR policy, institutions that havegaining access to the discount window. Thes
Federal Reserve accounts but are not eligible fankers’ banks would then be free to establis
have access to the discount window are ndtaps and would be subject to the PSR policies i
eligible for a positive daylight overdraft cap.the same manner as depository institutions
These institutions are strongly discouraged frorPankers’ banks that have not waived their
incurring any daylight overdrafts. If such anexemption from reserve requirements shoul
institution were to incur an overdraft, however,efrain from incurring overdrafts and must pledge
the Reserve Bank would generally require it teollateral to cover any daylight overdrafts that
pledge collateral sufficient to cover the peakhey incur.

amount of the overdraft for an appropriate

period.

. Ir] addition to the pledge of collateral, theLimited—Purpose Trust Companies
institutions enumerated below are subject to a

penalty fee on any daylight overdrafts incurredrhe Board of Governors is permitted to gran
in their Federal Reserve accounts. The penaliyederal Reserve membership to limited-purpos
fee is intended to provide a strong incentive o5 companiessubject to conditions the Board
these institutions to avoid incurring any dayllghtmay prescribe. Limited-purpose trust companie
overdrafts in their Federal Reserve account§pat maintain Federal Reserve accounts shou
The penalty fee is assessed at a rate equal to thi&rain from incurring overdrafts and must pledge
regular daylight overdraft fee plus 100 basigjjateral to cover any daylight overdrafts that
points (annualized, 24-hour rate). The penaltyhey incur,

fee is calculated and assessed in the same

manner as the daylight overdraft fee charged to

other institutions.

6. For the purposes of this policy, a bankers’ bank is &
financial institution that is not required to maintain reserves
i under the Federal Reserve’s Regulation D (12 CFR 204
Edge Act and agreement corporatidrdo not because it is organized solely to do business with othe

have regular access to the discount window anfdhancial institutions, is owned primarily by the financial

should refrain from incurring daylight over- institutions with which it does business, and does not dc
business with the general public and is not a depositor

institution as defined in the Federal Reserve’s Regulation /
(12 CFR 201.2(a)).
_ 7. For the purposes of this policy, a limited-purpose trust
5. These institutions are organized under section 25A ofompany is a trust company that, because of limitations on it
the Federal Reserve Act (12 USC 611-631) or have anctivities, does not meet the definition of “depository institu-
agreement or undertaking with the Board of Governors undeion” in section 19(b)(1)(A) of the Federal Reserve Act
section 25 of the Federal Reserve Act (12 USC 601-604a).(12 USC 461(b)(1)(A)).

Edge Act and Agreement Corporations
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Interaffiliate Transfer Arrangements maintenance, and the establishment of and com-
pliance with its net debit cap.
The PSR policy permits the transfer of funds Of primary importance in third-party arrange-
over Fedwire among affiliated institutions forments is assurance that the participant retains
the purpose of simulating consolidation of netlltimate control over the decision-making pro-
debit caps within holding companies. Affiliatedcess. That is, it must not allow the service
institutions send funds transfers in amounts uprovider to have unlimited and unsupervised
to their net debit caps to a lead institution at théccess to its Federal Reserve account. As a
Opening of business each Clay7 and the |ed@sult, the Federal Reserve permits third-party
affiliate returns the funds at the end of the dayarrangements only under carefully controlled
These transfers may not exceed the sendirgpnditions. The participant must retain opera-
institution’s net debit cap. tional control of the credit-granting process by
Under the policy, the main requirements forcither (1) individually authorizing each funds or

entering into interaffiliate transfer arrangementsc'ecur'tles transfer or (.2) establishing |nd_|V|_duaI-
are the following: customer transfer limits and a transfer limit for

its own activity, within which the service pro-
vider can act. The transfer limit could be a
» Each year, the sending institution’s board otombination of the account balance and estab-
directors must specifically approve the extenlished credit limits. These arrangements are
sion of credit to specified affiliates and mustcalled “line-of-credit arrangements.” The ser-
send a copy of the interaffiliate resolution tovice provider must have procedures in place and
its Reserve Bank. the operational ability to ensure that a funds
The institution’s primary supervisor deter-transfer that would exceed the established trans-
mines during the regular examination procesfer limit is not permitted without first obtaining
that (1) the directors’ resolution has beerthe participant’s approval. In book-entry securi-
passed in the last 12 months, (2) limits haveies transfer line-of-credit arrangements, the ser-
been established on the extension of credit teice provider needs procedures in place and the
each affiliate, (3) controls have been estabeperational ability to provide the participant
lished to ensure adherence to the limits, andiith timely notification of an incoming transfer
(4) the limits are determined to be effective. that exceeds the applicable limit and must act on
the participant’s instructions to accept or reverse
It should be noted that parent companies ofhe transfer accordingly. The participant should
Edge Act or agreement corporation subsidiariegeriodically review the appropriateness of the
are permitted to fund their subsidiaries withoutredit limits as part of its ongoing review
submitting interaffiliate transfer agreementsprocess.
These institutions are considered subsidiaries of Because the responsibility for management of
the bank rather than direct subsidiaries of ahe institution’s reserve or clearing account
holding company. remains with the participant, each participant
must also monitor its own Federal Reserve
account position, either by having an on-line
Third-Party Access Arrangements terminal connection with its service provider or
through a prompt review of accounting informa-
Under certain conditions, the Federal Reserviton from its Reserve Bank. The participant’s
permits arrangements whereby a sending dyoard of directors must approve all transfer
receiving institution (referred to as the “partici- agreements outlining the role and responsibili-
pant”) may enter into an agreement with aties of a service provider that is not affiliated
third party (the “service provider”) to initiate, with the participant through at least 80 percent
receive, or otherwise process Fedwire fundsommon ownership. In line-of-credit arrange-
transfers or book-entry securities transfers fronrments, the participant’s board of directors must
the reserve or clearing account of the particiapprove the intraday overdraft limit for the
pant. Because all payment activity from third-activity to be processed by the third-party ser-
party access arrangements is posted to the patice provider and approve all credit limits for
ticipant’s reserve or clearing account held at thany interaffiliate funds transfers. In cases where
Federal Reserve, the participant remains respoa-U.S. branch of a foreign bank wishes to be a
sible for its account, the associated reservparticipant in a third-party service arrangement,
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the role and responsibilities of the service proment is consistent with corporate separatene:
vider may be reviewed by senior management a@nd does not violate branching restrictions. T
the foreign bank’s head office if senior managesatisfactorily address safety-and-soundness co
ment exercises authority over the foreign bankerns, the participant should have an adequa
equivalent to the authority exercised by a boardudit program to review the arrangement at lea:
of directors over a U.S. depository institution. annually to confirm that these requirements ar
The Federal Reserve Board issued the Fedbeing met. In addition, in the case of an arrange
wire third-party access arrangements involvingnent involving a foreign service provider, both
a service provider that is located outside thé¢he participant and the foreign service providel
United States, which were effective February 1must have in place an adequate audit progral
1996. In general, foreign-service-providerthat addresses Fedwire operations. Audit repor
arrangements would be subject not only to thén English must be made available to the Feder:
conditions applicable to domestic-serviceReserve and the participant’'s primary supervi
provider arrangements, but also to several addsor(s) in the United States. Further, the partici
tional conditions related to information andpant's primary supervisors must approve ir
examination access. writing the third-party-servicer arrangement. The
For the purposes of conducting a selfparticipant should certify that the specifics of the
assessment, the participant should consider igsrangement will allow it to comply with all
degree of control and reliance on the servicapplicable state and federal laws and regule
provider for operational controls and monitoringtions, including retaining records and making
positions. Regardless of the servicing arrangghem accessible in accordance with the regule
ment, the timeliness and quality of informationtions adopted under the Bank Secrecy Act.
available to the management of the participant The service provider must be subject to exam
should be reflected in its self-assessmenination by the appropriate federal depository
Customer-monitoring standards should be appliei@istitution regulatory agencies. In the case of
to the operation where customer information iservice provider located outside the Unitec
controlled and credit limits enforced. If a serviceStates, the service provider must be subject t
provider is authorized to process payments withithe supervision of a home-country bank super
credit limits established by the participant, thevisor. The participant and the service providel
self-assessment standards for operational comust agree to make all policies, procedures, an
trols should generally be applied to the operasther documentation relating to Fedwire opera
tion of the service provider. In cases in whichtions, including those related to internal controls
the service provider operates under credit limand data-security requirements, available to th
its but relies on customer accounting informa+ederal Reserve and the participant’s primar
tion maintained by the participant, customersupervisor(s) in English. Further, the participan
monitoring standards addressing the quality ofnd the service providers must execute an agre
the information must be applied at the particiiment with the relevant Reserve Banks to incor
pant, while controls limiting payments would beporate these conditions. If an arrangement i
enforced at the service provider. proposed in which the participant is not affili-
The Board of Governors expects all partici-ated through at least 80 percent common owr
pants to ensure that their Fedwire operationsrship with the service provider and in which the
could be resumed in a reasonable period of timgarticipant is owned by one of the 50 larges
in the event of an operating outage, consisterifank holding companies, or in which the service
with the requirement to maintain adequate conprovider is located outside the United States, th
tingency back-up capabilities as set forth in thelivision directors of Reserve Bank Operations
“Interagency Policy Statement on Contingencyand Payment Systems and of Banking Superv
Planning for Financial Institutions,” (FFIEC sion and Regulation must concur with the
SP-5, July 1989). For nonaffiliated third-partyarrangement.
servicers, the participant must be able to con-
tinue Fedwire operations either internally or
with an alternate provider if the original service-
provider arrangement is terminated. A partic-ELECTRONIC FUNDS TRANSFER
pant is not relieved of this responsibility becauséIANAGEMENT
it contracts with a service provider.
The participant must certify that the arrangeEconomic and financial considerations have le
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to a growing recognition on the part of financial potential overnight overdrafts before releasing

institutions and their customers of the need to payments, and

manage cash resources more efficiently. The institutions responsible for setting the posi-

PSR policy calls on private networks and deposi- tions of others should properly monitor re-

tory institutions to reduce their own credit and spondents’ accounts and assign responsibility

operational risks. It also depends, in part, on the for this function to an appropriate supervisory

role of the Federal Reserve and other financial- level of management.

institution regulators in examining, monitoring,

and counseling institutions. To ensure that pru-

dent banking practices are being followed byAUTHENTICATION OR

banking institutions in their funds-transfer\/ER|FICATION METHODS

activities, examinations should focus equally on

the evaluation of both credit risks and operaThe same due care that financial institutions use

tional risks. when executing EFT transactions must also be
The bank should establish guidelines for typessed when accepting EFT requests from custom-

of allowable transfers. Procedures should be isrs. Management must implement security pro-

effect to prevent transfers drawn against uncokedures for ensuring that the transfer requests

lected funds. Thus, banks should not transfesre authentic. As stated in Uniform Commercial

funds against simple ledger balances unlesSode section 4A-201, security procedures may

preauthorized credit lines have been establishedquire the use of algorithms or other codes,

for that account. identifying words, or numbers; encryption; call-
Errors and omissions or fraudulent alteratiorback procedures; or similar security devices.

of the amount of a transfer or the accounfuthorized and verified payment orders are

number to which funds are to be deposited couldetailed in UCC section 4A-202.

result in losses to the bank. Losses may include

total loss of the transferred funds, loss of avail-

ability of funds, interest charges, and adminisSjgnature Verification

trative expenses associated with the recovery of

the funds or correction of the problem. One method to verify the authenticity of a

Management is responsible for assessing thsustomer’s EFT request is to verify the custom-
inherent risks in the EFT system, establishingr's signature. Unfortunately, this procedure can-
policies and controls to protect the institutionnot be performed when the customer requests
against unreasonable exposures, and monitoriige transaction by telephone. Some financial
the effectiveness of safeguards. Regulatory agelmstitutions have implemented policies whereby
cies will ensure that each financial institutionthe customer completes and signs a transfer
has evaluated its own risks realistically and hagequest, and then faxes the request to the bank.
adequate accounting records and internal comowever, this is not a safe EFT procedure
trols to keep exposures within reasonable, estabecause, although the bank can verify the sig-
lished limits. nature on the faxed request, it cannot be certain

The risks associated with any computerizedhat the transfer request is legitimate. Any docu-
EFT system can be reduced if managememnent that is transmitted electronically can be
implements the controls that are available on thaltered (for example, by changing the amount or
system. For example, the authority to enter@ccount number); the alteration can occur before
verify, and send transfers can be segregatethe document is digitalized (that is, before being
Also, the dollar amount of the transactions caified into the fax machine) or after. In most
be limited. instances, these alterations cannot be detected

Effective risk management requires that— by the receiving entity. If there is any question

about a document’s authenticity, the transaction

« reasonable credit limits be established anghould be reconfirmed through other sources.

payments in excess of such limits involving

significant credit risk be properly approved by

appropriate lending authorities, Personal Identification Numbers
¢ banks have adequate recordkeeping to deter-

mine the extent of any intraday overdrafts andne way for financial institutions to authenticate
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transfers initiated over the telephone is througiStatements of Activity

the use of personal identification numbers (PIN)

issued to each customer. When a custome&ome larger banks have implemented a proc

requests a transfer, the customer’s identity idure whereby customers are electronically sent

verified by comparing the PIN that is suppliedsummary statement at the end of each day th:

with the customer PIN request form that is orlists the transfers executed and received on the

file. At a minimum, the following safeguards for behalf. The statement can be sent through a fz

these types of transfers should be implementedhachine, a personal computer, or a remot
printer. This procedure can serve to quickly

* All customers should be requested to sign afjentify any transfers that were not authorizec
agreement whereby the bank is held harmlessy the customer.

in the event of an unauthorized transfer if the

bank follows routine authentication proce-

dures. The customer is responsible for inform-

ing the bank about changes in who is authol €St Keys

rized to execute EFTs. These procedures

should minimize the risk to the bank in theEFT requests can also be authenticated by usir

event someone is able to execute a fraudulefitest keys.” A test key is a calculated number

transaction. These procedures are describedtimat is derived from a series of codes that ar

detail in UCC section 4A-202, “Authorized contained in a “test-key book.” The codes in a

and Verified Payment Orders.” test-key book represent such variables as tt

All transactions over a specific dollar amountcurrent date, hour of the day, receiving institu-

should be reverified by a callback routine. Thdion, receiving account number, and amount o

bank should require that the person beinghe transfer. The value derived from these vari

called for reverification is someone otherables equals the test key. The financial institu

than the person who initially requested thdion or corporate customer initiating the transfel

transaction. will give its EFT information, along with the

« Whenever new PINs are issued, they shoultest-key value. The receiving bank will recalcu-
be mailed in sealed, confidential envelopetdte the test key and, if the two test keys equa
(preferably computer-generated) by someon#ée same amount, the EFT request is considere
who does not have the ability to execute wireduthenticated. Test-key code books should b

transfers. properly secured to prevent unauthorized acce:
« The number of bank employees with access tg fraudulent use. The use of test keys ha
the PINs should beery limited. declined in recent years as more and mor

institutions implement personal computer—base
EFT systems.

Tape Recording

Tape recording EFT requests made over th

telgphone is e?nother ingarnal control practicei.sNTERNAL CONTROL

Likewise, when possible, verifying and record-

ing the incoming telephone number (that is, thd3lanket Bond

caller-1.D. system) is a good practice. The laws

addressing telephone recording vary by statélthough computer-related employee mis-
Some states require that the caller be informedppropriations are normally covered, financial-
that the conversation is being recorded; othdnstitution blanket bond policies generally exclude
states do not have this requirement. Regardlesertain types of EFT activities from standard
of the state’s law, the bank should inform callersoverage. Separate coverage for EFT systen
that, for their protection, conversations are beings available and should be suggested to mar
recorded. Moreover, banks should have in placagement, particularly if a significant risk expo-
a policy for archiving the taped telephone recordsure exists. A bank’s fidelity bond insurance
and should retain them for a specified period ofould be declared null and void by the carrier
time or at least until the statements from thef a fraudulent transfer were to occur and the
Federal Reserve or correspondent banks hal@ss was directly attributable to weak internal
been received and reconciled. controls.
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4125.1 Payments System Risk and Electronic Funds Transfer Activities

Supervisory Evaluation + All adjustments required in the processing of
a transfer request should be approved by a
Bank management is responsible for assessingbank’s supervisory personnel, with the rea-
the inherent risks in the EFT system it uses, sons for the adjustment documented. Transfer
establishing policies and controls to protect the requests “as of” a past or future date should
institution against unreasonable exposures, andrequire the supervisor's approval with well-
monitoring the effectiveness of such safeguards. defined reasons for those requests.
Bank examiners are responsible for ensuring )
that financial institutions have evaluated theif Only authorized persons should have access to
own risks realistically and have provided inter- EFT equipment.
nal controls that are adequate to keep the expo- ) o
sures within acceptable limits. Examiners should Considerable documentation is necessary to
consider the following internal control guide-Maintain adequate accounting records and audit-
lines when they review policies and procedurefld control. Many banks maintain transfer-
covering funds-transfer activities: request logs, assign sequence numbers to incom-
ing and outgoing messages, and keep an
« Job descriptions for personnel responsible fo#hbroken electronic copy of all EFT messages.
abank’s EFT activities should be well defined At the end of each business day, employees who
They should provide for the logical flow of are independent of the transfer function should

work and adequate segregation of duties. compare request forms to the actual transfers to
No single person in an EFT operation shoulcnsure that all EFT documents are accounted
be responsible for all phases of the transactiof®'-

(that is, for data input, verification, and In summary, examiners should review the
transmission/posting). funds-transfer operations to determine that rec-
All funds transfers should be reconciled at theordkeeping systems are accurate and reliable, all
end of each business day. The daily balancingansactions are handled promptly and effi-
process should include a reconciliation of botttiently, duties are separated appropriately, audit
the number and dollar amount of messagesoverage is adequate, and management recog-
transmitted. nizes the risks associated with these activities.
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Payments System Risk and Electronic Funds Transfer Activi

Examination Objectives
Effective date November 1995

Section 4125.2

1. To determine if wire transfer objectives,5.
policies, practices, procedures, and internal
controls are adequate.

2. To determine if bank officers and other wire
transfer personnel are operating in conform-
ance with established guidelines.

3. To determine the scope and adequacy of the
audit function. 7

4. To determine that senior management is
informed of the current status of and any
exposure relative to wire transfer operations.

To determine that the board of directors ha
reviewed and approved the institution’s
assessment and sender net debit cap, if app
cable, in conformance with the Board’s pol-
icy statement on risk reduction on large-
dollar payments systems.

6. To determine compliance with applicable

laws and regulations.

. To obtain initiation of corrective action

when objectives, policies, procedures ol
internal controls are deficient or when viola-
tions of laws or regulations have been notec
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Payments System Risk and Electronic Funds Transfer Activi
Examination Procedures )
Section 4125.3

Effective date December 1986

1. If selected for implementation, complete or dent of account and operations offi-

update the Wire Transfer section of the
Internal Control Questionnaire.

. Based upon an evaluation of internal con-
trols and work performed by internal/
external auditors, determine the scope of the
examination.

. Test for compliance with policies, practices,
procedures, and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Also, obtain a listing of
any deficiencies noted in the latest review
done by internal/external auditors from the
examiner assigned “Internal Control,” and
determine if appropriate corrections have
been made.

cers. The reviews should be adequatel
documented.

b. For the settling institutions on CHIPS,
determine that net debit positions of the
nonsettling participants are relayed to
appropriate personnel as soon as the
become known and that respondents’ ne
debit positions are covered the same day
A decision to refuse to cover a net debit
settlement position of a respondent shoulc
come from senior management.

c. Discuss with the examiners working the
loan programs and decide who shoulc
analyze credit exposures arising from
wire transfer activities.

. Obtain or construct an organizational chart9. For institutions incurring daylight over-

and flowchart for the wire transfer area and
determine job responsibilities and flow of
work through that department.

. Review the bank’s standard form or other
written agreements with its customers, cor-
respondent banks, and vendors and deter-

mine whether those agreements are curref.

and clearly define the liabilities and respon-
sibilities of all parties, including responsi-

bilities during emergencies. Agreements
with the Federal Reserve Bank should refer
specifically to the operating circular(s) re-
garding wire transfer of funds pursuant to
subpart B of Regulation J.

. Review the bank’s policies with respect
to third-party transactions and determine

their reasonableness. 11

. For transactions involving the Federal
Reserve Bank and other due from bank
accounts, confer with the examiner assigned

“Due from Banks” and determine the pro- 12.

priety of any outstanding funds transfer
items.

. Determine the bank’s basis for accepting
customers for the CHIPS clearing activity.

a. If the examined institution is a settling13.

CHIPS participant, determine the criteria

for accepting a nonsettling participant as

a respondent.

» Determine that the criteria are re-
viewed periodically.

« Determine whether periodic credit
reviews of funds transfer customers
are made by credit personnel indepen-

drafts, determine that the board of director:

has reviewed and approved the institution’s

assessment and sender net debit cap
conformance with the Board'’s policy state-
ment on risk reduction on large-dollar pay-
ments systems.

Determine where suspense items or adjus

ment accounts are posted and who review

suspense items for resolution.

a. Scan accounts for unusual or old items
abnormal fluctuations, or evidence of
inefficient operation.

b. Agree accounts to departmental contro
totals and to the general ledger.

c. Review management reports on suspen:s
items and unusual activity.

. Review the income and expense accoun

related to wire transfer operations for fre-

guency of entries caused by late or inaccu

rate execution of transfer requests.

By observing space and personnel allocate

to the wire transfer area and location of

communications terminals, determine

whether existing conditions are adequate t

provide security.

Determine compliance with laws and regu:

lations pertaining to the wire transfer ares

by:

a. Reviewing previously obtained material
and comparing it to Federal Reserve
Regulation J, subpart B.

b. Analyzing compliance with the record
retention requirements of 31 CFR 103.33
103.34, and 103.36 by:
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4125.3 Payments System Risk and Electronic Funds Transfer Activities: Examination Procedures

C.

» Determining if the bank maintains a
record of advices, requests or instruc-
tions given to another domestic finan-
cial institution regarding a transaction
intended to result in the transfer of
funds of more than $10,000 to a per-
son, account, or place outside the
United States for a period of five years.
Determining if the bank retains an
original or copy of documents granting
signature authority over wire transfers
from deposit accounts for a period of
five years.

Reviewing funds transfers activities of
Edge corporations in conjunction with
Regulation K, section 211.6(b).

a.

[oN 9}

Internal control exceptions and deficien-
cies in, or noncompliance with, written
policies, practices, and procedures.

. Uncorrected audit deficiencies.
. Violations of laws and regulations.
. The level of understanding by supervi-

sory officers of definitions, terminology,
operating arrangements, accounting pro-
cedures, and time limitations concerning
wire transfer operations.

. The operating efficiency and physical

security of the bank’s wire transfer
operation.
Recommended corrective action when
policies, practices, or procedures are
deficient.

14. Discuss with appropriate officer(s) and pred15. Update the workpapers with any informa-
tion that will facilitate future examinations.

pare summaries in appropriate report form

of:

November 1995
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Payments System Risk and Elec

Internal Control Questionnaire
Effective date March 1984

tronic Funds Transfer Activit
Section 4125.4

Review the bank’s internal controls, policies, 13
practices and procedures regarding wire transfer

activities. The bank’s system should be docu-14.

mented in a complete, concise manner and
should include, where appropriate, narrative

descriptions, flowcharts, copies of forms used15.

and other pertinent information. Items marked
with an asterisk require substantiation by obser-
vation or testing.

SIGNATURE CARD
CONSIDERATIONS

1. Does management maintain a current list
of bank personnel authorized to initiate
transfer requests?

. Does the bank limit the number of autho- 19
rized employees?

Are authorized employee signature cards
kept under dual control?

. Does the bank maintain a current list or
card file of authorized signers for custom-
ers who use the bank’s funds transfer
services?

. Does the bank limit the number of autho-
rized signers for bank customers?

*3.

under dual control or otherwise protected’.RE

. Do customer signature cards limit the
amount of funds that an individual is
authorized to transfer?

. Does the bank advise its customers to
maintain their lists of authorized signers
under dual control?

. Do bank personnel compare the signature
on an original mail request with the autho-
rized signature on file?

24.

TEST KEY CONSIDERATIONS

*10. Are the files containing test key formulas

maintained under dual control or other-*26.

wise protected?

Are only authorized personnel permitted
in the test key area or allowed access to
computers, teletapes or terminals?

Does the bank maintain an up-to-date test
key file? 28

11.

12.

16.

17.

*20.

25.

27.

. Does management maintain a list of thos
persons who have access to test key files
Are all messages and transfer requests th
require testing authenticated by the use ©
a test key?

Are test codes verified by someone othe
than the person receiving the initial trans-
fer request?

Are call-back or other authentication pro-
cedures performed on all transfers that dc
not have a test key or signature card or
file?

Do mail transfer requests include a tes
word as an authentication procedure?

18. Does the bank’s test key formula incorpo-

rate a sequence number resulting from a
agreement between the bank and thi
customer?

. Does the bank have procedures in oper:

tion for the issuance and cancellation of
test keys?
Is the responsibility for issuing and can-
celling test keys assigned to someone wh
is not responsible for testing the authentic:
ity of transfer requests?

. Are customer signature cards maintainea_ELEPHONE TRANSFER

QUESTS

1. Has the bank established guidelines fo

what information should be obtained from
a person making a funds transfer reques
by telephone?

22. Does that information include a test word

authentication code?

23. Does the bank use a call-back procedur

that includes a test code authentication tc
verify telephone transfer requests?

Does the bank limit call-back to transac-
tions over a certain dollar amount?

Does the bank maintain a current list of
persons authorized to initiate telephonic
funds transfers and messages?

Does the bank have procedures in effect t
prohibit persons who receive telephone
transfer requests from transmitting those
requests?

Does the bank use devices that record a
incoming and outgoing transfer requests
. Does the bank advise its customers i

Commercial Bank Examination Manual

November 1995
Page 1



4125.4 Payments System Risk and Electronic Funds Transfer Activities: Internal Control Questionnaire

29.

30.

31.

32.

written contracts, by audible bleeping sig-

nals, or by informing the caller that tele-

phone calls are being recorded?

Are pre-numbered or sequentially num-
bered (at a central location after initiation)

transfer request forms used?

Are transfer requests recorded in a log or
another bank record at origination?

Is the log or record of transfer requests43.

reviewed daily by supervisory personnel?
Do the records of transfer requests contain:

a. A sequence number?

b. An amount transferred?

c. The person, firm or bank making
request (also specific transferror)?

. The date?

. The test code authentication?
Paying instructions?

. Authorizing signatures for certain types
and dollar amount transfers?

Q ™o Q

47.

WIRE TRANSFER REQUESTS

33.

*34.

35.

36.

37.

38.

ACCOUNTING, PROCESSING,

Does the bank have teletype or computer48.

terminal equipment capable of receiving
and transmitting messages and funds trans-
fer information?

Are the functions of receipt, testing and 49.

transmission of funds transfer requests
performed by different employees?

Are incoming and outgoing messages timeg_

stamped or sequentially numbered for
control?

Do incoming and outgoing messages
include a test word as a means of message
authentication?

Is an unbroken copy of all messages keptgq

throughout the business day?

Is that copy reviewed and controlled by
someone not connected with operations in
the wire transfer area?

AND SYSTEMS

39.

40.

Does the wire transfer department of the

bank prepare a daily reconcilement of 54.

funds transfer activity by dollar amount
and number of messages?

Is a daily reconcilement of funds transfer 55.

activities performed in another area of the
bank, i.e., correspondent banks, account-

41.

42.

44,

45.

52.

53.

ing, or by a person divorced from any

money transfer operations?

Are all pre-numbered forms, including

cancellations, accounted for in the daily

reconcilement?

Is the daily reconcilement of funds transfer
and message request activity reviewed by
supervisory personnel?

Is the balancing of the daily activity sepa-

rate from the receiving, processing and
sending functions?

Does the wire transfer department verify
that work sent to other bank departments
agrees with its totals?

Is someone responsible for reviewing all
transfer requests to determine that they
have been properly processed?

46. Are all rejects and/or exceptions reviewed

by someone not involved in the receipt,
preparation or transmittal of funds?

If the institution accepts transfer requests
after the close of business or transfer
requests with a future value date, are they
properly controlled and processed?

Are Federal Reserve Bank statements
reviewed daily to determine if there are
“open” funds transfer items and the rea-
sons for the outstanding items?

Are corrections, overrides, open items,
reversals and other adjustments reviewed
and approved by an officer?

Does the wire transfer department or
another area of the bank have procedures
in effect to prohibit transfers of funds
against accounts that do not have preau-
thorized credit availability and have uncol-
lected balances?

Does the bank maintain adequate records
as required by the Currency and Foreign
Transactions Reporting Act of 1970 (also
known as the Bank Secrecy Act)?

Have managing officers adopted written
procedures or flowcharting to serve as a
training tool?

Does management and/or the audit depart-
ment undertake a periodic review to
ensure that work is being performed in
accordance with established policy?

Is the audit department promptly informed
when a change is made in systems or
method of operation?

Are all general ledger tickets, automated
transaction cards or other supporting docu-
ments initialed?

November 1995
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Payments System Risk and Electronic Funds Transfer Activities: Internal Control Questionnaire 41

PERSONNEL 70. Are terminals and other hardware in the
wire transfer area shut down after normal

56. Has the bank taken steps to ensure that working hours? Regulated by automatic
screening procedures are applied to per-  time-out controls or time-of-day controls?
sonnel hired for sensitive positions in the 71. Are passwords suppressed when entered

wire transfer department? terminals?
57. Does the bank prohibit new employees 72. Are operator passwords frequently
from working in sensitive areas of the wire changed? If so, how often?
transfer operation? 73. Is supervisory approval required for termi-
58. Are temporary employees excluded from nal access made at other than authorize
working in sensitive areas? If not, is the times?
number of such employees limited? 74. Are passwords restricted to different levels

59. Are statements of indebtedness required of ~ Of access such as data files and transa
employees in sensitive positions of the _ tions that can be initiated? _
wire transfer function? 75. Is terminal operator training conducted in

60. Are employees subject to unannounced @ manner that will not jeopardize the
rotation of responsibilities regardless of integrity of live data or memo files?

7

the size of the institution? 6. Are employees prohibited from taking keys
61. Are relatives of employees in the wire for sensitive equipment out of the wire

transfer function precluded from working transfer area? o

in the same institution’s bookkeeping or 77- Does the bank maintain back-up commu

data processing departments? nications systems?

62. Does the bank’s policy require that /8. Are back-up systems periodically testec
employees take a minimum number of __ DY bank personnel? . .
consecutive days as part of their annual 79- Does the use of back-up equipment requir
vacation? Is this policy being enforced? approval by supervisory personnel?

63. Does management reassign employees who
have given notice of resignation or been
given termination notices, from sensitveCONTINGENCY PLANS
areas of the wire transfer function?

80. Have written contingency plans been
developed for partial or complete failure of
the systems and/or communication lines

PHYSICAL SECURITY between the bank and the New York Clear:

ing House, Federal Reserve Bank, dat:

centers and/or servicer companies?

81. Are these contingency plans reviewed regL
larly and tested periodically?

82. Has management distributed these plans
all wire transfer personnel?

83. Are sensitive information and equip-
ment adequately secured before evacus
tion in an emergency and is further acces:
to the affected areas denied by securit
personnel?

64. Is access to the wire transfer area restricted
to authorized personnel?

65. Are visitors to the wire transfer area iden-
tified, required to sign in and be accom-
panied at all times?

66. Is written authorization given to those
employees who remain in the wire transfer
area after normal working hours? Who
gives such authority? Are security guards
informed?

67. Are bank terminal operators or others in
wire transfer operations denied access to
computer areas or programs?

68. Do procedures prohibit computer personCREDIT EVALUATION AND
nel from gaining access to bank terminalsAPPROVAL
or test key information?

69. Does wire transfer equipment have physi-84. Have customer limits been established fo

cal and/or software locks to prohibit Fedwire, CHIPS, and Cash Wire exposure
access by unauthorized personnel at all  which include consideration of intraday
times? and overnight overdrafts?
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4125.4 Payments System Risk and Electronic Funds Transfer Activities: Internal Control Questionnaire

85.

86.

87.

88.

89.

a. Are groups of affiliated customers 90. When an overnight overdraft occurs, is a

included in such limits?
b. How often are the limits reviewed and
updated?

c. Are the customer limits reviewed by
senior management? How frequently?
Does the bank make payments in anticipa-

tion of the receipt of covering funds? If so,
are such payments approved by officers
with appropriate credit authority?
Are intraday exposures limited to amounts
expected to be received the same day?
Are intraday overdraft limits established
in consideration of other types of credit
facilities for the same customer?

Is an intraday posting record kept for each
customer showing opening collected and
uncollected balances, transfers in, trans-
fers out, and the collected balances at the
time payments are released?

If payments exceed the established limits,
are steps taken in a timely manner to
obtain covering funds?

determination made as to whether a fail
caused the overdraft? If so, is this properly
documented? Is adequate follow-up made
to obtain the covering funds in a timely

manner?

CONCLUSION

91. Is the foregoing information an adequate

basis for evaluating internal control in that
there are no significant deficiencies in
areas not covered in this questionnaire
that impair any controls? Explain negative
answers briefly, and indicate any addi-
tional examination procedures deemed
necessary.

. Based on a composite evaluation, as evi-

denced by answers to the foregoing
guestions, internal control is considered
(adequate/inadequate).
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Private-Banking Activities _
Effective date May 1998 Section 4128.1

The role of bank regulators in supervisinga list of core requests to be made in the first-da
private-banking activities is (1) to evaluate man{etter. References also are made throughout th
agement’s ability to measure and control thesection to additional examination guidance ir
risks associated with such activities and (2) tahis manual and in the Federal Reserve System
determine if the proper internal control and audiBank Secrecy Act Manual, Trust Examinatior
infrastructures are in place to support effectivdvianual, EDP Examination Manuahnd Trad-
compliance with relevant laws and regulationsing and Capital-Markets Activities Manual
In this regard, the supervisors may deter- In reviewing specific functional and product-
mine that certain risks have not been idenexamination procedures (found in the private
tified or adequately managed by the institutionbanking activities module that is part of the
a potentially unsafe and unsound bankingramework for risk-focused supervision of large
practice. complex institutions), all aspects of the private-
Private-banking functions may be performecbanking review should be coordinated with the
in a specific department of a commercial bankest of the examination to eliminate unnecessar
an Edge corporation or its foreign subsidiaries, duplication of effort. Furthermore, this section
nonbank subsidiary, or a branch or agency of Aas introduced the review of trust activities anc
foreign banking organization or in multiple fiduciary services, critical components of mosf
areas of the institution. They may also be therivate-banking operations, as part of the overa
sole business of an institution. Regardless gjrivate-banking review. Although the product
how an institution is organized or where it isnature of these activities differs from that of
located, the results of the private-banking reviewsther banking activities, such as lending anc
should be reflected in the entity’s overall superdeposit taking, the functional components of
visory assessmefit. private banking (supervision and organization
This section provides examiners with guid-risk management, operational controls and mar
ance for reviewing private-banking activities atagement information systems, audit, compli-
all types and sizes of financial institutions. It isance, and financial condition/business profile
intended to supplement, not replace, existinghould be reviewed across product lines.
guidance on the examination of private-banking
activities and to broaden the examiner’s review
of general risk-management policies and prac-
tices governing private-banking activities. InQVVERVIEW
addition to providing an overview of private
banking, the general types of customers, and tf@rivate banking offers the personal and discret
various products and services typically prodelivery of a wide variety of financial services
vided, the Functional Review subsectiorand products to the affluent market, primarily to
describes the critical functions that constitute &igh net worth individuals and their corporate
private-banking operation and identifies certainnterests. A private-banking operation typically
safe and sound banking practices. These criticakfers its customers an all-inclusive money-
functions are Supervision and Organization, Riskhanagement relationship, including investmen
Management, Fiduciary Standards, Operation@ortfolio management, financial-planning advice
Controls, Management Information Systemseffshore facilities, custodial services, funds trans
Audit, and Compliance. Included in the risk-fer, lending services, overdraft privileges, holc
management portion is a description of the basimail, letter-of-credit financing, and bill-paying
“know-your-customer” (KYC) principle that is services. As the affluent market grows, both ir
the foundation for the safe and sound operatiothe United States and globally, competition tc
of a private-banking business. A self-explanatorgerve it is becoming more intense. Conse
Preparation for Examination subsection assisiguently, new entrants in the private-banking
in defining the examination scope and providesarketplace include banks and nonbank finar
cial institutions, and private-banking products,
— ) ) services, technologies, and distribution channel
1. Throughout this section, the word “bank” will be used ap0 il evolving. A range of private-banking
to describe all types of financial institutions, and the term .
“board of directors” will be interchangeable with “senior prOdUCtS and services may be offered to custon
management” of branches and agencies of foreign banks. ers throughout an institution’s global network of
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4128.1 Private-Banking Activities

affiliated entities—including branches, subsidiintegrity of the RM’s procedures. Policy guide-

aries, and representative offices—in many difines and management supervision should pro-
ferent regions of the world, including offshorevide parameters for evaluating the appropriate-
secrecy jurisdictions. ness of all products, especially those involving

Typically, private-banking customers are highmarket risk. Moreover, because of the discretion
net worth individuals who have minimum given to RMs, management should develop
investible assets of $1 million. Institutions ofteneffective procedures to review client-account
differentiate domestic from international privateactivity to protect the client from any unautho-
banking, and they may further segregate thazed activity. In addition, ongoing monitoring
international function based on the geographiof account activity should be conducted to
location of their international client base. Inter-detect activity that is inconsistent with the client
national private-banking clients may be wealthyprofile (for example, frequent or sizeable unex-
individuals who live in politically unstable plained transfers flowing through the account).
nations and are seeking a safe haven for their Finally, as clients develop a return-on-assets
capital. Therefore, obtaining detailed back{ROA) outlook to enhance their returns, the use
ground information and documentation aboubf leveraging and arbitrage is becoming more
the international client may be more difficultevident in the private-banking business. Exam-
than it is for the domestic customer. Privateiners should be alert to the totality of the client
banking accounts may, for example, be openeglationship product by product, in light of
in the name of an individual, a commercialincreasing client awareness and use of deriva-
business, a law firm, an investment advisor, #@ives, emerging-market products, foreign
trust, a personal investment company (PIC), o&xchange, and margined accounts.
an offshore mutual fund.

Private-banking accounts are usually gener-
ated on a referral basis. Every client of a
private-banking operation is assigned a salespeProducts and Services
son or marketer, commonly known as a relation-
ship manager (RM), as the primary point ofPersonal Investment Companies, Offshore
contact with the institution. The RM is generally Trusts, and Token Name Accounts
charged with understanding and anticipating the
needs of his or her wealthy clients, and thefPrivate-banking services almost always involve
recommending services and products for then® high level of confidentiality regarding client-
The number of accounts an RM handles cagccount information. Consequently, it is not
vary, depending on the portfo"o size or netunusual for private bankers to help their clients
worth of the particular accounts. RMs strive toachieve their financial planning, estate planning,
provide a high level of support, service, anddnd confidentiality goals through offshore vehi-
investment opportunities for their clients andcles such as PICs, trusts, or more exotic arrange-
tend to maintain strong, long-term client relaments, such as hedge-fund partnerships. While
tionships. Frequently, RMs take accounts wittthese vehicles may be used for legitimate rea-
them to other private-banking institutions if theysons, without careful scrutiny, they may camou-
change emp|0yment. Historica”yv initial andﬂage |Ilegal activities. Private bankers should be
ongoing due diligence of private-banking clientscommitted to using sound judgment and enforc-
is not always well documented in the institu-ing prudent banking practices, especially when
tion’s files because of RM turnover and confithey are assisting clients in establishing offshore
dentiality concerns. vehicles or token name accounts.

Clients may choose to delegate a great deal of Through their global network of affiliated
authority and discretion over their financialentities, private banks often form PICs for their
affairs to RMs. Given the close relationshipclients. These “shell” companies, which are
between clients and their account officers, amcorporated in offshore secrecy jurisdictions
integral part of the examination process isuch as the Cayman Islands, Channel Islands,
assessing the adequacy of managerial oversigBahamas, British Virgin Islands, and Nether-
of the nature and volume of transactions conlands Antilles, are formed to hold the customer’s
ducted within the private-banking department oassets as well as offer confidentiality by opening
with other departments of the financial institu-accounts in the PIC's name. The “beneficial
tion, as well as determining the adequacy andwners” of the shell corporations are typically
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Private-Banking Activities 4128.1

foreign nationals. The banking institution shouldnake the investment decisions based on recor
know and be able to document that it knows thenendations from the bank’s investment researc
beneficial owners of such corporations and thatesources and (2) nondiscretionary (investmer
it has performed the appropriate due diligence tadvisory) accounts in which clients make their
support these efforts. Emphasis should be placenvn investment decisions when conducting
on verifying the source or origin of the custom-trades. For nondiscretionary clients, the bank
er's wealth. Similarly, offshore trusts establishedypically offer investment recommendations sub
in these jurisdictions should identify grantors ofject to the client’s written approval. Discretion-
the trusts and sources of the grantors’ wealthary accounts consist of a mixture of instrument:
Anonymous relationships or relationships inbearing varying degrees of market, credit, anc
which the RM does not know and document thigquidity risk that should be appropriate to the
beneficial owner should not be permitted. client’s investment objectives and risk appetite

Both account types are governed under separa

agreements between the client and the institutiot

. . Unlike depository accounts, securities anc
Deposit Taking other instruments held in the client’s investmen
N . . ) . accounts are not reflected on the balance she

A client's private-banking relationship fre- of the institution because they belong to the
quently begms with a deposit account, and thepjient. These managed assets are usual
expands into other products. In fact, manyccounted for on a separate ledger that is segr
institutions require private-banking customers tQated by the customer who owns the assets. F
establish a deposit account before malntalnlngagmatory reporting, domestic trust department
any other accounts. Deposit accounts serve g foreign trust departments of U.S. banks ar
conduits for a client's money flows. To distin- required to report trust assets annually usin
guish private-banking accounts from retaileFiec Form 001 (Annual Report of Trust
accounts, institutions usually require S'gn'f"Assets) and FFIEC Form 006 (Annual Report o
cantly higher minimum account balances anghiernational Fiduciary Activities). On the other
assess higher fees. The private-banking functigang, the fiduciary activities of foreign banking
or institution should have account-opening PlOgrganizations operating in the United State:

cedures and documentation requirements thaf,rently are not reported on any FFIEC regu
must be fulfilled before a depository account caiyiory report.

be opened. (These standards are described Iin
detail in the Functional Review subsection.)

Most private banks offer a broad spectrum of
deposit products, including multicurrency deposiCredit
accounts that are used by clients who engage in
foreign-exchange, securities, and derivativeBrivate-banking clients may request extension
transactions. The client's transaction activityof credit either on a secured or unsecured basi
such as wire transfers, check writing, and cashoans backed by cash collateral or manage
deposits and withdrawals, is conducted throughssets held by the private-banking function ar
deposit accounts (including current accounts). lguite common, especially in international pri-
is very important that the transaction activityvate banking. Private-banking clients may pledg
into and out of these deposit accounts be closely wide range of their assets, including cash
monitored for suspicious transactions that argortgages, marketable securities, land, or builc
inconsistent with the client's profile of usualings, to securitize their loans. Managemen
transactions. Suspicious transactions could waghould demonstrate an understanding of th
rant the filing of a suspicious-activity report. ~purpose of the credit, the source of repaymen
and loan tenor as well as the collateral used i
the financing. When lending to individuals with
high net worths, whether on a secured or unse
Investment Management cured basis, the creditworthiness determinatio
is bolstered by a thorough and well-structurec
In private banking, investment management ustkYC process. If that process is not thorough
ally consists of two types of accounts: (1) discollateral derived from illicit activities may be
cretionary accounts in which portfolio managersubject to government forfeiture.
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4128.1 Private-Banking Activities

Payable-Through Accounts hand, with living trusts, or “grantor trusts,” the
customer (grantor) may continually add to and,
Another product that may be seen in privatein some instances, has control over the corpus of
banking operations is payable-through accountbe account. Trusts and estates require experi-
(PTAs). PTAs are transaction deposit accountsnced attorneys, money managers, and generally
through which U.S. banking entities (“payable-well-rounded professionals to set up and main-
through banks”) extend check-writing privi- tain the accounts. In certain cases, bankers may
leges to the customers of a foreign bank. Theeed to manage a customer’s closely held busi-
foreign bank (“master account holder”) opens aness or sole proprietorship. In the case of
master checking account with the U.S. bank andffshore trust facilities, recent changes in U.S.
uses this account to provide its customers accelsv have imposed additional obligations on
to the U.S. banking system. The master accoutiiose banks who function as trustees or corpo-
is divided into “subaccounts,” each in the namerate management for offshore trusts and PICs.
of one of the foreign bank's customers. The A critical element in offering personal trust
foreign bank extends signature authority on itaind estate services is the fiduciary responsibility
master account to its own customers, who mayf the institutions to their customers. This
not be known to the U.S. bank. Consequentlytesponsibility requires that institutions always
the U.S. bank may have customers who have nekt in the best interest of the clients pursuant to
been subject to the same account-opening rene trust documentation, perhaps even to the
quirements imposed on its U.S. account holdergletriment of the bank. In these accounts, the
These subaccount customers are able to writsank is the fiduciary and the trust officer serves
checks and make deposits at the U.S. bankings a representative of the institution. Fiduciaries
entity. The number of subaccounts permittedre held to higher standards of conduct than
under this arrangement may be virtuallyother bankers. Proper administration of trusts
unlimited. and estates includes strict controls over assets,
U.S. banking entities engage in PTAs primaprudent investment and management of assets,
rily because they attract dollar deposits from thand meticulous recordkeeping.
domestic market of their foreign correspondents
without changing the primary bank/customer
relationship; PTAs also provide substantial fee
income. Generally, PTAs at U.S. banking enti-
ties have the following characteristics: they are .
carried out on the U.S. banking entity’s books a&ustody Services

a correspondent bank account, their transaction . ) . .
volume is high, checks passing through th&ustodial services offered to private-banking

account contain wording similar to “payable customers include securities safekeeping, receipts

through XYZ bank,” and the signatures appearf"”d disbursements of dividends and interest,

ing on checks are not those of authorized offif€cordkeeping, and accounting. Custody relation-
cers of the foreign bank. ships can be established in many ways, includ-

ing by referrals from other departments in the
bank or from outside investment advisors. The
customer, or a designated financial advisor,
retains full control of the investment manage-
Personal Trust and Estates ment of the property subject to the custodian-
ship. Sales and purchases of assets are made by
Trust and estate accounts offer managememstruction from the customer, and cash disburse-
services for assets. When dealing with trust§'ents are prearranged or as instructed. Custody
under will, or “testamentary trusts,” the institu- accounts involve no investment supervision and
tion may receive an estate appointment (exectfo discretion. However, the custodian may be
tor) and a trustee appointment if the will pro-responsible for _certain losses if it fails to act
vided for the trust from the probate. ThesgProperly according to the custody agreement.
accounts are fully funded at origination with noTherefore, procedures for proper administration
opportunity for an outside party to add to theshould be established and reviewed.
account, and all activities are subject to review An escrow account is a form of custody
by the probate or surrogates’ court. On the otheaccount in which the institution agrees to hold
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cash or securities as a middleman, or third partyent, mortgage payments, or other monthly con
The customer, who may be an attorney or travedumer charges.

agency, gives the institution funds to hold until

the ultimate receiver of the funds “performs” in

accordance with the written escrow agreement,

at which ti_me the institution releases the fundgEyNCTIONAL REVIEW

to the designated party.

When discussing the functional aspects of
private-banking operation, “functional” refers

to managerial processes and procedures, such
reporting lines, quality of supervision (including
Funds transfer, another service offered bynvolvementof the board of directors), informa-
private-banking functions, may involve the trans'0" flows, pOlI_CI_es and procedure_s, risk-
fer of funds between third parties as part offanagement policies and methodologies, segr
bill-paying and investment services on the basigation of duties, management information
of customer instructions. The adequacy of condYSteéms, operational controls, and audit covel
trols over funds-transfer instructions that aré*d€- The examiner should be able to draw sour
initiated electronically or telephonically, such asconclusions about the quality and culture of
by facsimile machine, telex, telegram, and teleM@nagement and stated private-banking policie
phone, are extremely important. Funds-transfef/ter reviewing the functional areas describex
requests are quickly processed and, as requird§!ow. Specifically, the institution’s risk-

by law, funds-transfer personnel may have lim! entification process and risk appetite should b

ited knowledge of the customers or the purposgarefglly defined and assessed. Additiqnally, th
of the transactions. Therefore, strong control&ffectiveness of the overall control environmen

and adequate supervision over this area afgaintained by management should be evaluate

critical. by an internal or external audit. The effective-
ness of the following functional areas is critical
to any private-banking operation, regardless c
its size or product offerings.

Funds Transfer

Hold Mail

Hold-mail, or no-mail, accounts are often pro- .. . .
vided to private-banking customers who elect toSUperV'S'on and Organization

have bank statements and other documents main- ) )

tained at the institution rather than mailed toAS Part of the examiner’s appraisal of an orga
their residence. Agreements for all hold-maifnization, the quality of supervision of private-
accounts should be in place, and they shoulBanking activities is evaluated. The appraisal 0
indicate that it was the customer’s choice tgnanagement covers the full range of function:
have the statements retained at the bank and tt#d activities related to the operation of the
the customer will pick up his or her mail at leastPrivate ba_nk. The discharge of responsibilitie:
annually. Variations of hold-mail services includePy bank directors should be effected through ai
delivery of mail to a prearranged location (Suchorganlzatlonal plan that accommodates the vol

as another branch of the bank) by special couriétMe and business services handled, local bus
or the bank’s pouch system. ness practices and the bank’s competition, ar

the growth and development of the institution’s
private-banking business. Organizational plan
ning is the joint responsibility of senior bank
Bill-Paying Services and private-bank management and should b
integrated with the long-range plan for the
Bill-paying services are often provided toinstitution.
private-banking customers for a fee. If this Both the directors and management havi
service is provided, an agreement between theportant roles in formulating policies and
bank and the customer should exist. Typically, &stablishing programs for private-banking prod:
customer might request that the bank debit acts, operations, internal controls, and audits
deposit account for credit card bills, utilities,However, management alone must implemer
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4128.1 Private-Banking Activities

policies and programs within the organizational productively and according to the appropriate

framework instituted by the board of directors. standard of care. This risk generally exists in
an institution to the extent that it exercises
discretion in managing assets on behalf of a
customer.

Risk Management * Legal riskarises from the potential of unen-
forceable contracts, client lawsuits, or adverse

Sound risk-management processes and strongudgments to disrupt or otherwise negatively
internal controls are critical to safe and sound affect the operations or condition of a banking
banking generally and to private-banking activi- Organization. One key dimension of legal risk
ties in particular. Management's role in ensuring IS Supervisory action that could result in costly
the integrity of these processes has becomefines or other punitive measures being levied
increasingly important as new products and agdainst an institution for compliance break-
technologies are introduced. Similarly, the client- downs.

selection, documentation, approval, and accouni- Credit risk arises from the potential that a
monitoring processes should adhere to soundborrower or counterparty will fail to perform
and well-identified practices. on an obligation.

__The quality of risk-management practices and  gperational riskarises from the potential that
internal cor_ltrols is given significant weight in inadequate information systems, operational
the evaluation of management and the overall 5 ,piems, breaches in internal controls, fraud,
condltlon_ of prlvate-b_anklng operations. A ynforeseen catastrophes will result in
bank’s failure to establish and maintain a risk- unexpected losses.

management framework that effectively identi-

fies, measures, monitors, and controls the risks Although effective management of all of the

associated with products and services should g, e risks is critical for an institution, certain

considered unsafe and unsound conduct. FUlsnects of reputational, legal, and fiduciary risks

thermore, well-defined management practicegre often unique to a private-banking function.
should indicate the types of clients that thqp yhis regard, the following KYC policies and
institution will accept and not accept and shoulq, ., ~tices are essential in the management of
establish multiple and segregated levels of auth eputational and legal risks in the private-
rization for accepting new clients. Institutionsy o ying functions. (In addition, sound fiduciary
that fé)llowdso_und prgcélcle_zs will bg better SOS"Practices and conflicts-of-interest issues that a
tioned to design and deliver products and sel5yate_hanking operation may face in acting as

vices that match their clients’ legitimate needsﬁduciary are described in the subsection on
while reducing the likelihood that unsuitableﬁduciary standards.)

clients might enter their client account base.
Deficiencies noted in this area are weighted in
context of the relative risk they pose to the
institution and are appropriately reflected in thg<now-Your-Customer Policy and
appraisal of management. Procedures

The private-banking function is exposed to a
number of risks, including reputational, fidu-Sound KYC policies and procedures are essen-
ciary, legal, credit, operational, and market. Ajal to minimize the risks inherent in private
brief description of some of the different typespanking. They should clearly describe the target
of risks follows: client base in terms such as minimum investable

net worth and types of products sought, as well

Reputational risks the potential that negative as specifically indicate the type of clientele the
publicity regarding an institution’s businessinstitution will or will not accept. They should
practices and clients, whether true or notpe designed to ensure that effective due dili-
could cause a decline in the customer basgence is performed on all potential clients, that
costly litigation, or revenue reductions. client files are bolstered with additional KYC
Fiduciary riskrefers to the risk of loss due to information on an ongoing basis, and that client-
the institution’s failure to exercise loyalty; account activity is monitored for transactions
safeguard assets; and, for trusts, to use assétat are inconsistent with the client profile and
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may constitute unlawful activities, such as money of the visit or conversations in a
laundering. The client’s identity, background, memorandum);

and the nature of his or her transactions should — checking the information against the tele-
be documented and approved by the back office  phone directory; the client’s residence, as
before opening an account or accepting client indicated on his or her national ID card; a
monies. Certain high-risk clients like foreign mortgage or bank statement or utility or
politicians or money exchange houses should  property tax bill; or the electoral or tax
have additional documentation to mitigate their rolls;

higher risk. — obtaining a reference from the client’s
Money laundering is associated with a broad government or known employer or from

range of illicit activities: the ultimate intention is another bank;

to disguise the money’s true source—from the — checking with a credit bureau or profes-

initial placement of illegally derived cash pro- sional corroboration organization; or

ceeds to the layers of financial transactions that — any other method verified by the RM.
disguise the audit trail—and make the funds Sufficient business information about the cus
appear legitimate. Under U.S. money-laundering tomer should be gathered so that the RN
statutes, a bank employee can be held personallyunderstands the profile of the customer’s com
liable if he or she is deemed to engage in mercial transactions. This information should
“willful blindness.” This condition occurs when  include a description of the nature of the
the employee fails to make reasonable inquiries customer’s business operations or means
to satisfy suspicions about client-account generating income, primary trade or busines
activities. areas, and major clients and their geographi

Since the key element of an effective KYC locations, as well as the primary busines:
policy is a comprehensive knowledge of the address and telephone number. These iten
client, the bank’s policies and procedures should can be obtained through a combination of an
clearly reflect the controls needed to ensure the of the following sources:

policy is fully implemented. KYC policies should — a visit to the office, factory or farm
clearly delineate the accountability and author- — a reliable third party who has a busines:s
ity for opening accounts and for determining if relationship with the customer

effective KYC practices and due diligence have — financial statements

been performed on each client. In addition, — Dun and Bradstreet reports

policies should delineate due diligence, docu- — newspaper or magazine articles
mentation standards, and accountability for gath- — Lexis/Nexis reports on the customer or
ering client information from referrals among customer’s business

departments or areas within the institution as — “Who's Who” reports from the home
well as from accounts brought to the institution country

by new RMs. — private investigations

In carrying out prudent KYC practices ande Although it is often not possible to get proof
due-diligence efforts on potential private-banking of a client's wealth, an RM can use his or her
customers, management should document effortsgood judgment to derive a reasonable estima
to obtain and corroborate critical background of the individual's net worth.
information. Private-banking employees abroad As part of the ongoing KYC process, the RM
often have local contacts who can assist in should document in “call reports” the sub-
corroborating information received from the stance of discussions that take place durin
customer. The information listed below should frequent visits with the client. Additional
be corroborated by a reliable independent source,information about a client's wealth, business
when possible: or other interests provides insight into poten:

tial marketing opportunities for the RM and
» The customer’s current address and telephonethe bank, and updates and strengthens tt
number for his or her primary residence, KYC profile.

which should be corroborated at regular inter-

vals, can be verified through a variety of As a rule, most private banks make it a policy

methods, such as— not to accept “walk-ins.” If an exception is

— visiting the residence, office, factory, ormade, procedures for the necessary document

farm (with the RM recording the resultstion and approvals supporting the exceptior

Commercial Bank Examination Manual November 1999
Page 7



4128.1 Private-Banking Activities

should be in place. Similarly, other exceptions tadentifying transactions that may be inconsistent
policy and procedures should readily identifywith the customer’s transaction/client profile
the specific exception and the required dueand may thus constitute suspicious activity.
diligence and approval process to override

existing procedures. Suspicious-activity reportsThe proper and

In most instances, all KYC information and timely filing of suspicious-activity reports (SARs)
documentation should be maintained and avaiis an important component of the bank’s KYC
able for examination and inspection at the locaProgram. Under the SAR regulations, banks
tion where the account is located or where th&st report any suspicious transaction relevant
financial services are rendered. If the banko @ possible violation of law or regulation if the
maintains centralized customer files in locationgransaction is—
other than where the account is located or the
financial services are rendered, complete cus- conducted or attempted, by, at or through a
tomer information, identification, and documen- bank, involves $5,000 or more, and, the
tation must be made available at the location bank knows, suspects or has reason to
where the account is located or where the sSuspect either: the transaction involves
financial services are rendered within 48 hours funds from illegal activities or is conducted
of a Federal Reserve examiner’s request. Off- in order to hide or disguise assets; is
site storage of KYC information will be allowed designed to evade Bank Secrecy Act
only if the bank has adopted, as part of its (‘BSA”) record keeping or reporting
“Know Your Customer Program,” specific pro- ~ requirements; or the transaction has no
cedures designed to ensure that (1) the accountsbusiness or apparent lawful purpose or is
are subject to ongoing Office of Foreign Assets hot the sort in which the particular cus-
Control screening that is equivalent to the screen- tomer would normally be expected to
ing afforded other accounts, (2) the accounts are €ngage, and the bank knows of no reason-
subject to the same degree of review for suspi- able explanation for the transaction after
cious activity, and (3) the bank demonstrates €xamining the available facts, including
that the appropriate review of the information the background and possible purpose of the
and documentation is being performed by per- transaction.
sonnel at the offshore location.

KYC procedures should be no different when The concept of “reason to suspect” implies
the institution deals with a financial advisor orthat bank liability is incurred for failing to file an
other type of intermediary acting on behalf of &>AR if it did not exercise due diligence in
client. To perform its KYC responsibilities when Monitoring the account or in determining the
dealing with a financial advisor, the institution"U& identity of the customer. The bank'’s inter-
should identify the beneficial owner of theNal Systems for capturing suspicious activities
account (usualily the intermediary’s client, but inShould provide essential information about the
rare cases, it is the intermediary itself) andature and volume of activities passing through
perform its KYC analysis with respect to thatCUStomer accounts. It is important that any
beneficial owner. The imposition of an interme-Nformation suggesting that suspicious activity

diary between the institution and counterparty!@S occurred be pursued, and, if an explanation
should not lessen the institution’'s KYC'Snhot forthcoming, the matter should be reported

responsibilities. to bank management. Examiners should ensure
that the bank’s approach to SARs is proactive

The purpose of all private-banking relation-and that well-established procedures cover the
ships should also be readily identified. IncomingSAR process. Accountability should exist within
customer funds may be used for various purthe organization for the analysis and follow-up
poses such as establishing deposit accountsinternally identified suspicious activity, which
funding investments, or establishing trusts. Theoncludes with a decision on the appropriate-
bank’s KYC procedures should allow for theness of filing an SAR. Examiners should see
collection of sufficient information to develop a sections 902 and 1002 of tlkank Secrecy Act
“transaction/client profile” for each customer to Manual for specific procedures on identifying
be used in analyzing client transactions. Internaduspicious activities related to teller and wire-
systems should be developed for monitoring anttansfer functions.
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Credit Fiduciary Standards

The underwriting standards for private-bankinq;

loans io I:lgljthnet v(\;ortltw llndc;ylduatls Zhogld _?ﬁnance of an effective and accountable committe
consistent with prudent lending standards. 1N cyre; retention of technically proficient staff;

same credit policies and procedures that ar%nd the development of effective policies, pro-

applicable to any other type of lending arrangeteqyres, and controls. In managing its fiduciar

ment should extend to these loans. At @ MiNizq) “the 'hank must ensure that it carries out th
mum, sound policies and procedures shoul llowing fiduciary duties:

address the following: all approved credit prod-
ucts and services offered by the institution,
lending limits, acceptable forms of collateral,
geographic and other limitations, conditions un-
der which credit is granted, repayment terms,
maximum tenor, loan authority, collections and
charge-offs, and prohibition against capitaliza-
tion of interest.

iduciary risk is managed through the mainte

Duty of loyalty.Trustees are obligated to make
all decisions based exclusively on the bes
interests of trust customers. Except as permi
ted by law, trustees cannot place themselve
in a position in which their interests might
conflict with those of the trust beneficiaries.
i . » Avoidance of conflicts of interesfonflicts of

An extension of credit based solely on collat- jnerest arise in any transaction in which the
eral, even if the collateral is cash, does not fiqciary simultaneously represents the inter
ensure repayment. While the collateral enhancesggts of multiple parties (including its own

the bank’s position, it should not substitute for interests) which may be adverse to one anothe
regular credit analyses and prudent lending prac-|ngiitutions should have detailed policies anc

tices. If collateral is derived from illegal activi- procedures regarding potential conflicts of
ties, it is subject to forfeiture through the seizure jnterests. Al potential conflicts identified

of assets by a government agency. The bankgpoyid be brought to the attention of manage
should perform its due d_lll_gence by adequate_ly ment and the trust committee, with appropri-
and reasonably ascertaining and documentingate action taken. Conflicts of interest may
that the funds of its private-banking customers gyist in any part of the institution but are most
were derived from legitimate means. Banks preyalent in trust or investment managemen
should also verify that the use of the loan departments. Consequently, managemet
proceeds is for legitimate purposes. throughout the institution should receive train-
In addition, bank policies should explicitly ing in these matters.

describe the terms under which “margin loans,’s pyty to prudently manage discretionary trust

loans collateralized by securities, are made and anq agency assetSince 1994, the majority of

should ensure that they conform to applicable states have adopted laws concerning the prt

regulations. Management should review and gent investor rule (PIR) with respect to the

approve daily MIS reports. The risk of market jnyestment of funds in a fiduciary capacity.

deterioration in the value of the underlying p|R is a standard of review that imposes ar

collateral must be liquidated to repay the loan. a5 g whole, focusing on the process of port

In the event of a “margin call,” any shortage folio management, rather than on the outcom:

should be paid for promptly by the customer of individual investment decisions. Although

from other sources pursuant to the terms of the thjs rule only governs trusts, this standard i

margin agreement. traditionally applied to all accounts for which
In addition, policies should address the accep- the institution is managing funds.

tance of collateral held at another location, such

as an affiliated entity, but pledged to the private-

banking function. Under these circumstances,

management of the private-banking function .

should, at a minimum, receive frequent reportPerational Controls

detailing the collateral type and current valua-

tion. In addition, management of the private-To minimize any operational risks associatec

banking function should be informed of anywith private-banking activities, management is

changes or substitutions in collateral. responsible for establishing an effective interna
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control infrastructure and reliable managemerPass-Through Accounts and Omnibus
information systems. Critical operational con-Accounts
trols over any private-banking activity include
the establishment of written policies and procePass-through accounts (PTAs) extend checking-
dures, segregation of duties, and comprehensiaecount privileges to the customers of a foreign
management reporting. Throughout this manuabank; several risks are involved in providing
specific guidelines and examination procedurethese accounts. In particular, if the U.S. banking
for assessing internal controls over differenentity does not exercise the same due diligence
private-banking activities are provided. Listedand customer vetting for PTAs as it does for
below are some of those guidelines which covedomestic account relationships, the use of PTAs
specific private-banking services. may facilitate unsafe and unsound banking prac-
tices or illegal activities, including money laun-
dering. Additionally, if accounts at U.S. banking
entities are used for illegal purposes, the entities
Segregation of Duties could be exposed to reputational risk and risk of
financial loss due to asset seizures and forfei-
Banking organizations should have guidelinesures brought by law enforcement authorities.
on the segregation of employees’ duties té\s stated in SR-95-10, it is recommended that
prevent the unauthorized waiver of documentad.S. banking entities terminate a payable-
tion requirements, poorly documented referralghrough arrangement with a foreign bank in
and overlooked suspicious activities. Indepensituations in which (1) adequate information
dent oversight by the back office helps to ensurabout the ultimate users of PTAs cannot be
compliance with account-opening proceduresbtained, (2) the foreign bank cannot be relied
and KYC documentation. Control-consciouson to identify and monitor the transactions of its
institutions may use independent units such aswn customers, or (3) the U.S. banking entity is
compliance, risk management, or senior mardnable to ensure that its payable-through accounts
agement to fill this function in lieu of the back are not being used for money-laundering or
office. The audit and compliance functions ofother illicit purposes.
the private bank should be similarly independent “Omnibus,” or general clearing, accounts
so that they can operate autonomously from linenay also exist in the private-banking system.
management. They may be used to accommodate client funds
before an account opening to expedite a new
relationship, or they may fund products such as
mutual funds in which client deposit accounts
Inactive and Dormant Accounts may not be required. However, these accounts
could circumvent an audit trail of client trans-
Management should be aware that banking lawnactions. Examiners should carefully review a
in most states prohibit banks from offeringbank’s use of such accounts and the adequacy of
services that allow deposit accounts to be inadts controls surrounding their appropriate use.
tive for prolonged periods of time (12 or moreGenerally, client monies should flow through
months with no externally generated accountelient deposit accounts, which should function
balance activity). These regulations are based as the sole conduit and paper trail for client
the presumption that inactive and dormantransactions.
accounts may be subject to manipulation and
abuse by insiders. Policies and procedures should
delineate when inactivity occurs and when inacHold Mail
tive accounts should be converted to dormant
status. Effective controls over dormant account€ontrols over hold mail are critical because the
should include a specified time between the laglients have relinquished their ability to detect
customer-originated activity and its classifica-unauthorized transactions in their accounts in a
tion as dormant, segregation of signature cardimely manner. Accounts with high volume or
for dormant accounts, dual controls of recordssignificant losses warrant further inquiry. Hold-
and blocking of the account so that entriesnail operations should ensure that client accounts
cannot be posted to the account without revieware subject to dual control and are reviewed by
by more than one member of senior managemeran independent party.
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mation on (1) the private-banking assets unde
management, (2) profitability, (3) business anc
One way that institutions can improve theirtransaction activities, and (4) inherent risks. The
customer knowledge is by tracking the transaciorm and content of MIS for private-banking
tion flows into and out of customer accounts andctivities will be a function of the size and
payable-through subaccounts. Tracking shouldomplexity of the private-banking organization.
include funds-transfer activities. Policies andAccurate, informative, and timely reports that
procedures to detect unusual or suspiciougerform the following functions may be pre-
activities should identify the types of activitiespared and reviewed by RMs and seniol
that would prompt staff to investigate the cus-management:
tomer’s activities, and provide guidance on the
appropriate action required for suspicious active aggregate the assets under manageme
ity. The following is a checklist to guide bank according to customer, product or service
personnel in identifying some potential abuses: geographic area, and business unit

« attribute revenue according to customer an
« indications of frequent overrides of estab- product type
lished approval authority or other internale identify customer accounts that are related o
controls affiliated with one another through common
intentional circumvention of approval author- ownership or common control
ity by splitting transactions * identify and aggregate customer accounts b

Funds Transfer

wire transfers to and from known secrecy
jurisdictions .
frequent or large wire transfers for persons

source of referral
identify beneficial ownership of trust, PIC,
and similar accounts

who have no account relationship with the

bank, or funds being transferred into and ouf© monitor and report transaction activity and to
of an omnibus or general clearing accoungletect suspicious transactions, manageme
instead of the client’s deposit account reports may be developed to—

wire transfers involving cash amounts in
excess of $10,000

inadequate control of password access

e customer complaints or frequent error , . .
e monitor a certain type of transaction, such a:

e monitor a specific transaction criterion, suck
as a minimum dollar amount or volume or
activity level;

conditions ; .
one with a particular pattern;
e monitor individual customer accounts for
Custody variations from established transaction an

activity profiles based on what is usual or
nt expected for that customer; and
e monitor specific transactions for BSA and
SAR compliance.

Custody departments should monitor accou
activity to detect instances of “free-riding,” the
practice of offering the purchase of securities
without sufficient capital and then using the
proceeds of the sale of the same securities
cover the initial purchase. Free-riding pose
significant risk to the institution and typi-

o In addition, reports prepared for private-
i)anking customers should be accurate, timely
and informative. Regular reports and statement
cally occurs without the bank's prior knowl- Prepared for private-banking customers shoul

adequately and accurately describe the appl

edge. Free-riding also violates margin rule$™~ , - .
(Regulations T, U, and X) governing the extenation of their funds and detail all transactions

sion of credit in connection with securities®"d activity that pertain to the customers

transactions. accounts.
Furthermore, MIS and technology play a role

in building new and more direct channels of
information between the institution and its
private-banking customers. Active and sophisti
cated customers are increasing their demand f
Management information systems (MIS) shouldiata relevant to their investment needs, which i
accumulate, interpret, and communicate inforfostering the creation of on-line information

Management Information Systems
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4128.1 Private-Banking Activities

services. Such on-line information can satisfyown internal investigations and due diligence on
customers’ desire for convenience, real-tim@employees, customers, and third parties with
access to information, and a seamless delivesyhom the bank has contracted in a consulting or
of information. referral capacity and whose behavior, activities,
and transactions appear to be unusual or suspi-
cious. Institutions may also find it beneficial for
Audit compliance to review and authorize account-
opening documentation and KYC adequacy for
) . . . new accounts. The role of compliance is a
An effective audit function IS vital to ensuring control function, but it should not be a substitute
the strength of a private bank’s internal controlstqr regular and frequent internal audit coverage
As a matter of practice, internal and externabs the private-banking function. Following is a

auditors should be independently verifying ancHescription of certain regulations that may be
confirming that the framework of internal con-mgnitored by the compliance function.

trols is being maintained and operated in a

manner that adequately addresses the risks

associated with the activities of the organizaofﬁce of Foreign Assets Control
tion. Critical elements of an effective internal
audit function are the strong qualifications andrne function of the Office of Foreign Assets
expertise of the internal audit staff and a soungtoniro] (OFAC) in the U.S. Department of the
risk-assessment process for determining thereasury is to promulgate and administer regu-
scope and frequency of specific audits. The auditions dealing with the economic sanctions that
process should be risk-focused and should ultyhe S government imposes against certain
mately determine the risk rating of busines§oreign countries and the “specially designated
lines and client KYC procedures. Compliance,sionals” of those countries. Under the Inter-
with KYC policies and procedures and thenational Emergency Economic Powers Act, the
detailed testing of files for KYC documentatlonpresidem can impose sanctions such as trade

are also key elements of the audit functiongmpargoes, freezing of assets, and import sur-
Finally, examiners should review and evaluatechalrges on these entities.
managgment’; responsiveness to criticisms by a “specially designated national” is a person
the audit function. or entity who acts on behalf of one of the
countries under economic sanction by the United
. States. Dealing with such nationals is prohib-
Compllance ited. Moreover, their assets or accounts in the
United States are frozen. In certain cases, the
The responsibility for ensuring effective compli- Treasury Department can issue a license to a
ance with relevant laws and regulations maylesignated national. This license can then be
vary among different forms of institutions, presented by the customer to the institution,
depending on their size, complexity, and availallowing the institution to debit his or her
ability of resources. Some institutions may haveccount. The license can be either general or
a distinct compliance department with the censpecific.
tralized role of ensuring compliance institution- OFAC screening may be difficult when trans-
wide, including private-banking activities. Thisactions are conducted through PICs, token
arrangement is strongly preferable to a situationames, numbered accounts, or other vehicles
in which an institution delegates compliance tdhat shield true identities. Management must
specific functions, which may result in theensure that accounts maintained in a name other
management of private-banking operations beintpan that of the beneficial owner are subject to
responsible for its own internal review. Compli-the same level of filtering for OFAC specially
ance has a critical role in monitoring private-designated nationals and blocked foreign coun-
banking activities; the function should be indetries as other accounts. That is, the OFAC
pendent of line management. In addition tescreening process must include the account’s
ensuring compliance with various laws andoeneficial ownership as well as the official
regulations such as the Bank Secrecy Act andccount name.
those promulgated by the Office of Foreign Any violation of regulations implementing
Assets Control, compliance may perform itsdesignated national sanctions subjects the viola-
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Private-Banking Activities 4128.1

tor to criminal prosecution, including up to 12« Research press releases and published ne
years in prison and $1 million in corporate fines stories about the institution and its private-
and $250,000 in individual fines, per incident. banking activities.

Any funds frozen because of OFAC ordere Review internal and external audit reports an
should be placed in a blocked account. Releaseany internal risk assessments performed b
of those funds cannot occur without a license the institution on its private-banking activi-
from the Treasury Department. ties. Such reports should include an asses
ment of the internal controls and risk profile
of the private-banking function.

Contact management at the institution tc
ascertain what changes have occurred sinc

Bank Secrecy Act .

Guidelines for compliance with the Bank

Secrecy Act (BSA) can be found in the Federal

Reserve System’'Bank Secrecy Act Examina-
tion Manual. In addition, the procedures for
conducting BSA examinations of foreign offices

the last exam or are planned in the near future
For example, have there been changes to tt
strategic plan; senior management; or the
level and type of private-banking activities,
products, and services offered? If there is ne

of U.S. banks are detailed in SR-96-5. mention of private banking in the prior exami-
nation report, management should be asked
this time if they have commenced or plan to

commence any private-banking activities.

PREPARATION FOR
EXAMINATION Examination Staffing and Scope
The following subsections provide examiners .
with guidance on preparing for the on-siteOnce the exam scope has been established a

examination of private-banking operationsP&fore beginning the new examination, the
xaminer-in-charge and key administrators o

including determination of the examination scop&

and drafting of the first-day-letter questionnair¢"€ €xamination team should meet to discuss tf
that is provided to the institution. private-banking examination scope, the assigr

ments of the functional areas of private banking
and the supplemental reviews of specific private
banking products and services. If the bank’s
business lines and services overlap, and it
customer base and personnel are shared throug

To prepare the examiners for their assignment§Ut the organization, examiners may be force:
and to determine the appropriate staffing antP 90 beyond a rudimentary review of private-
scope of the examination, the following guide-Panking operations. They will probably need to

lines should be followed during the pre_focus on the policies, practices, and risks withir
examination planning process: the different divisions of a particular institution

and throughout the institution’s global network

« Review the prior report of examination and®f affiliated entities.

workpapers for the exam scope; structure and

type of private-banking activities conducted;

and findings, conclusions, and recommendaReflection of Organizational Structure
tions of the prior examination. The prior

examination report and examination planThe review of private-banking activities should
should also provide insight to key contacts abe conducted on the basis of the financia
the institution and to the timeframe of theinstitution’s organizational structure. These struc
prior private-banking review. tures may vary considerably depending on th
Obtain relevant correspondence sent since tleize and sophistication of the institution, its
prior examination, such as management'sountry of origin and the other geographic
response to the report of examination, anynarkets in which it competes, and the objective:
applications submitted to the Federal Reservend strategies of its management and board
and any supervisory action. directors. To the extent possible, examiner

Pre-Examination Review
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Private-Banking Activities

should understand the level of consolidated
private-banking activities an institution con-

ducts in the United States and abroad. This
broad view is needed to maintain the “big

picture” impact of private banking for a particu-

lar institution.

Risk-Focused Approach .

Examiners reviewing the private-banking opera®
tions should implement the “risk-focused”

and the next fiscal year, and income by prod-
uct division and marketing region

balance sheet and total assets under manage-
ment (list the most active and profitable
accounts by type, customer domicile, and
responsible account officer)

most recent audits for private-banking activities
copies of audit committee minutes

copy of the KYC and SAR policies and
procedures

list of all new business initiatives introduced
last year and this year, relevant new-product-

examination approach. The exam scope andapproval documentation that addresses the
degree of testing of private-banking practices €valuation of the unique characteristics and
should reflect the degree of risk assumed, prior fisk associated with the new activity and/or
exam findings on the implementation of policies Product, and an assessment of the risk-
and procedures, the effectiveness of controls, management oversight and control infrastruc-
and an assessment of the adequacy of thetures in place to manage the risks

internal audit and compliance functions. If ini-* list of all accounts in which an intermediary is
tial inquiries into the institution’s internal audit ~ acting on behalf of clients of the private bank,
and other assessment practices raise doubtdor example, as financial advisors or money
about the internal system’s effectiveness, managers

expanded analysis and review are required—arrdexplanation of the methodology for following
examiners should perform more transaction up on outstanding account documentation and

testing.

First-Day Letter

As part of the examination preparation, exam-
iners should customize the first-day-letter (FDL)

a sample report

description of the method for aggregating
client holdings and activities across business
units throughout the organization

explanation of how related accounts, such as
common control and family link, are identified
name of a contact person for information on

questionnaire to reflect the structure and type of compensation, training, and recruiting pro-

private-banking activities of the institution and

grams for relationship managers

the scope of the exam. The following is a list of* list of all personal investment company
requests regarding private banking that examin- accounts
ers should consider including in the FDL.* listof reports that senior management receives
Responses to these items should be reviewed inregularly on private-banking activities
conjunction with responses to the BSA, fidu~ description and sample of the management
ciary, audit, and internal control inquiries: information reports that monitor account
activity
« organizational chart for the private bank ore description of how senior management moni-
both a functional and legal-entity basis tors compliance with global policies for world-
e business and/or strategic plan wide operations, particularly for offices oper-
» income and expense statements for the prior ating in secrecy jurisdictions
fiscal year and current year to date, with» copies of any SARs filed since the last
projections for the remainder of the current examination

May 1998 Commercial Bank Examination Manual
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Private-Banking Activities

Examination Objectives .
Effective date May 1998 Section 4128.2

1. To determine if the policies, practices, pro4. To determine the scope and adequacy of th
cedures, and internal controls regarding audit function.
private-banking activities are adequate. 5. To determine compliance with applicable
2. To determine if bank officers and employees laws and regulations.
are operating in conformance with the bank’ss. To initiate corrective action when policies,

established guidelines. practices, procedures, or internal controls ar
3. To assess the financial condition of the deficient, or when violations of laws or
private-banking activities. regulations are noted.
Commercial Bank Examination Manual May 1998
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Private Placements _
Effective date May 1996 Section 4130.1

INTRODUCTION An offering may be a private placement, unde
that rule, if the following minimum criteria are
The Securities Act of 1933 requires that ademet:
quate and reliable information be made avail-
able about securities originally offered for sale The securities are purchased by no more tha
to the public. The act requires registration of any 35 persons. A person purchasing at leas
sale with the Securities and Exchange Commis- $150,000 of an offering need not be countec
sion (SEC) unless it is specifically exempted. in the number of purchasers.
Section 4(2) of the act exempts “transactions by There is no general advertising and no oral o
an issuer not involving any public offering.” written solicitation of persons other than eli-
That exemption created a type of business gible offerees.
in the securities industry known as “privates The securities are offered and sold only tc
placements.” those persons who the issuer believes ar
Securities placed privately have certain advan- (1) sufficiently experienced to evaluate the
tages and disadvantages for both investor andmerits and risks of the investment or (2) able
issuer. Through negotiation, both parties may to bear the risk of the investment. Before the
tailor the offering to meet their needs. The issuer sale, purchasers should have the services of ¢
saves securities registration costs and obtainsexperienced representative.
alternative financing. The investor makes anm Each offeree either has access to or is fur
investment for a specified length of time at a nished with the type of information that would
stated rate of return. Both investor and issuer be supplied in a registration statement.
complete the transaction without being subject The issuer takes certain specified steps t
to regulatory and public scrutiny. ensure that the securities are not resold by th
The major disadvantage of private placements purchasers, except according to the rules go
to the investor is the general lack of a secondary erning resales.
market. Thus, the investor may be unable to
liquidate the holding until maturity. Addition- When all requirements of Rule 146 are met
ally, the investor must rely on her or his ownan offering may still be subject to registration if
expertise when deciding on a purchase. Unliké is part of a plan to evade SEC registration
registered securities, private placements are nptovisions. The restrictions placed on commer
reviewed by the SEC. A disadvantage to theial banks for the private placement of commer:
issuer is the limitation on the amount of capitakial paper are discussed in “Bank Dealer
that may be raised since the number of investorctivities,” section 2030.
is usually small. Moreover, advisory fees may
be high relative to the size of the issue.
The matching of issuers with investors isSPRIVATE-PLACEMENT
usually done by an individual or firm acting asACTIVITIES BY BANKS
either an agent or an advisor. In the agent
relationship, the firm has authority to commitA commercial bank’s board of directors
the issuer. An advisor has no such powerassumes additional responsibilities when private
Regardless of whether the firm is agent oplacementservices are offered. Private-placeme
advisor, it must act prudently and disclose alhctivities, like any other banking function, should
pertinent information to the investor. Further-be subject to adequate safeguards and polic
more, the firm must avoid possible conflicts ofconsiderations. When drafting a policy, the boar
interest. Agents, usually investment bankersf directors should ensure that self-dealing
participate in negotiations between the issuepractices or conflict-of-interest charges cannc
and investor, and their fee is dependent on theitevelop. Procedures should be developed
involvement. Agreements between the firm anenonitor private-placement activity whenever
all other parties should specifically state whonsuch services are provided by the bank or
the firm represents as agent. subsidiary. Moreover, procedures should be i
In 1974, the SEC classified what constitutegffect to detect any transactions that could hav
an offering exempted from its registrationan adverse effect on the bank’s other functions
requirements through the issuance of Rule 148uch as loan or trust department activities.

Commercial Bank Examination Manual May 1996
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4130.1 Private Placements

A bank acting as advisor or agent assumes thte bank does not prudently deal with all parties
risk of a potential conflict-of-interest chargeto the transaction by disclosing all relevant
whenever the proceeds from the placement afacts.
used to reduce a criticized loan at the bank. The examiner should evaluate the bank’s
Furthermore, the bank must exercise due dilinvolvement and expertise in private-placement
gence to disclose relevant information, espeactivities by reviewing policies, practices, and
cially if the issuer is borrowing from the bank procedures. The examiner should also check for
and is experiencing financial difficulty. Although compliance with applicable laws and regulations
the bank may not commit funds in a private-and determine if any significant loss exposure or
placement transaction, the potential for financialisk could result from the bank’s involvement in
loss or damage to its reputation does exist iprivate placement.

May 1996 Commercial Bank Examination Manual
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Private Placements

Examination Objectives .
Effective date May 1996 Section 4130.2

1. To determine if policies, practices, proce4. To evaluate the overall effectiveness ant
dures, and internal controls for private place- quality of bank management in advising anc
ments are adequate and prudent. completing private placements.

2. To determine if bank officers and employee®. To initiate corrective action when policies,
are operating in conformance with estab- practices, procedures, or internal controls ar
lished guidelines. deficient.

3. To determine the scope and adequacy of the
audit function.

Commercial Bank Examination Manual May 1996
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Private Placements

Examination Procedures
Effective date March 1984

Section 4130.3

1. If selected for implementation, complete or sale of private placements advised by the

update the Private Placements section of the
Internal Control Questionnaire.

. Based upon the evaluation of internal con-
trols and the work performed by internal/

external auditors, determine the scope of the5.

examination.
. Test for compliance with policies, practices,
procedures and internal controls in conjunc-

tion with performing the remaining exami- 6.

nation procedures. Also, obtain a listing of
any deficiencies noted in the latest review
done by internal/external auditors and
determine if corrections have been

accomplished. 7.

. Request the following information from
appropriate personnel:

a. A list of all private placements advised 8.

by the bank since the last examination to
include:
» Name of issuer.

* Name of investor(s), including banks. 9.

» Fee and how it was determined.
« Amount, rate, maturity of issue.

b. A list of any funds managed by the bank
or its trust department, subsidiaries or
affilates that have been used to purchase
private placements advised by the bank
or an affiliate.

c. A letter from bank counsel regarding
legality of the bank’s involvement in
private placement activities.

d. Alist of the person(s) performing private

placement advisory services and theidl.

previous experience.

e. Alist of investors that the bank normally
deals with in placing private offerings
and their stated investment requirements.

f. A copy of the bank's standard form
agreements used in private placement
transactions.

g. A list of any borrowers whose loans12.

were partially or fully repaid from the

10.

bank since the last examination.

h. A list of participations purchased or sold
in loans used to fund private placements
advised by the bank.

Review pertinent information received in
performing step 4 and compare it to the
list of criticized assets from the previous
examination.
Forward list of placements to the examinel
assigned loan portfolio management anc
request that he or she determine if any loan
were made to fund the investment in the
private placement.
Review opinions of legal counsel regarding
private placements and determine if there
are any material deficiencies.
Determine if former banking relationships
exist for both issuer and investor and deter
mine if fees charged for loans or paid on
deposits are within normal bank policy.
Review files related to a representative
sample of all placement transactions anc
determine if the bank evaluates both the
issuer and investor in a private placemen
transaction, including the suitability of the
investment to the stated investment require
ments of the investor.

Confer with examiner assigned “Duties anc

Responsibilities of Directors” and deter-

mine if potential conflicts of interest exist

between bank-advised placements and inte
ests of directors and principal officers.

Discuss with appropriate officer(s) and pre

pare summaries in appropriate report forn

of:

a. Deficiencies in policies, practices and
internal controls.

b. Any hazardous or potentially hazardous
placement activities.

c. Recommended corrective action.

Update the workpapers with any informa-

tion that will facilitate future examinations.
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Private Placements

Internal Control Questionnaire
Effective date March 1984

Section 4130.4

Review the bank’s internal controls, policies,
practices and procedures for private placement
activities. The bank’s system should be docu-
mented in a complete and concise manner and
should include, where appropriate, narrative
descriptions, flowcharts, copies of forms used
and other pertinent information.

POLICIES

1.

Does the bank, bank subsidiary(s) or affili-
ate(s) provide private placement advisory
services?

. Has the board of directors adopted written

policies for private placement activities that:

a. Define objectives?

b. Provide guidelines for fee determinations
based on:

 Size of transaction?

« Anticipated degree of difficulty or time
involved?

« Payment of negotiated fees at various
stages of the transaction?

and not solely on:

« Deposits on balances or the profitabity
of the client’'s other banking 3.
relationships?

 Successful completion of the transaction?

c. Require that bank officers act in an advi-
sory rather than agent capacity in all
negotiations?

(An advisor will advise and assist a
client, an agent has the authority to com-
mit a client.) 4,

d. Recognize possible conflicts of interest
and establish appropriate procedures
regarding:

* The purchase of bank-advised private

placements with funds managed by the
bank or an advisory affiliate?

» Loans to investors to purchase private
placements?

» Use of proceeds of an advised place
ment to repay the issuer’s debts to the
bank?

» Dealings with unsophisticated or non-
institutional investors who have other
business relationships with the bank?

e. Require legal review of each placemen
prior to completion?

f. Direct officers to obtain certified financial
statements from the seller?

g. Require distribution of certified financial
statements to interested investors?

h. Require officers to request a written state
ment of investment objectives or require-
ments from interested investors?

i. Provide for a supervisory management
review to determine if a placement is
suitable for the investor?

CONCLUSION

Is the foregoing information considered ade
gquate as the basis for evaluating interna
control in that there are no significant defi-
ciencies in areas not covered in this question
naire that impair any controls? Explain
negative answers briefly and indicate any
additional examination procedures deeme
necessary.

Based on a composite evaluation as evi
denced by answers to the foregoing ques
tions, the degree of control by main office
management is considered (adequate
inadequate).
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Prompt Corrective Action _
Effective date November 1994 Section 4133.1

INTRODUCTION PCA CATEGORIES

The bank failures of the late 1980s caused RCA uses the total risk-based capital, tier 1
rapid depletion of the deposit insurance fundrisk-based capital, leverage, and tangible equit
and despite the poor financial condition of theatios for assigning state member banks to th
banking industry during that time, there was dive capital categoriesThese ratios are defined
prevailing belief that at least a portion of thein the Federal Reserve's Capital Adequacy
cost of resolving bank failures could have beerGuidelines for State Member Banks, appen
avoided if troubled depository institutions haddix A (Risk-Based Measure) and appendix B
been dealt with in a more efficient, timely, and(Tier 1 Leverage Measure) (12 CFR 208).
consistent manner. Because of this belief, Corbetermining a bank’s PCA category is basec
gress developed a new regulatory framework impon capital ratios derived from the following:
1991 with the intent of minimizing the long- (1) the filing of a quarterly call report, (2) receipt
term cost to the deposit insurance fund. Thisfa Federal Reserve or state examination repol
legislation led to the enactment of the prompt{3) information obtained in the application pro-
corrective-action statute, which is contained ircess, or (4) other reports filed by the bank unde
section 131 of the Federal Deposit Insurancbanking or securities laws.

Corporation Improvement Act of 1991 (FDICIA)  |n general, a bank is deemed to be notified o

and added section 38 to the Federal Deposis PCA category based upon the time of its
Insurance Act (FDIA), as amended (12 USGsubmission or receipt of—

18310).

Section 38 requires regulators to administes the call report, as of the date the call report i
timely corrective action to banks when their required to be filed,
capital position declines or is deemed to have the Federal Reserve or state examinatio
declined below certain threshold levels as a (gport, as of the third day following the date of

result of an unsafe or unsound condition O the transmittal letter accompanying the exami
practice. The prompt-corrective-action (PCA) nation report, and

framework specifies mandatory actions that regy-
lators must take, as well as discretionary actions
they must consider taking.

In order to implement PCA as it applies to
state member banks, the Federal Reserve adde

a new subpart B to its Regulation H (12 CFR; ; P

. ! mportant since any bank falling in the under-
208). The Federal Reserve also revised its Ru'%%pitalized or lower categories is subject tc
of Practice for Hearings (12 CFR 263) to estabéertain mandatory provisions, and may be suk

gsrgc?r(;zed:r:gsotfﬁértgit‘(Inissuzn(t:ﬁorqfegougxem to certain discretionary provisions, immedi-
salectiolx 3é of the EDIA arlld Re L:J|a'[i(;f’l H u e{tely upon notification that it is undercapital-
- . . gu " ... ized, significantly undercapitalized, or critically

PCA utilizes Cap'tql ratios to trigger SpeCmcundercapitalized. These mandatory and discre
actions that are designed to restore a bankoﬁt nary provisions are described in detail later.

financial health. One of the primary sources - -

these ratios is the Consolidated Reports o Each PCA category Is described below. Sef
Condition and Income (call report), which givest e table at the ef?d.c?f this section _for asummar
added importance to the review of a bank'®f framework definitions. A bank is—
records for accuracy during an examination.

Under the PCA statute a bank is assigned to o L The tomal risk-based ol ratio is defined as tota

’ ; e Sl . The total risk-based capital ratio is defined as tota
of five capital Cate.gorles' (1) well Caplt?'“z.ed(’fapital to risk-weighted assets; the tier 1 capital ratio is the
(2) adequately capitalized, (3) undercapitalizedaggio of tier 1 capital to risk-weighted assets; the leverage rati
(4) significantly undercapitalized, and (5) criti-is the ratio of tier 1 capital to total average assets; and th
cally undercapitalized. The law provides fortangible equity ratio is defined as core capital elements plu

increasingly stringent corrective provisions as éumulative perpetual preferred stock, net of all intangible
ssets except those amounts of purchased mortgage servici

bank iS_ placed in progressively lower Capitaﬁghts allowable in tier 1 capital. See the manual section or
categories. Assessment of Capital Adequacy for additional information.

other information, upon the bank’s receipt of
written notice that its category has beer
changed.

q\lotifying a bank of its PCA category is

Commercial Bank Examination Manual November 1994
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4133.1 Prompt Corrective Action

well capitalizedif the bank has a total risk- nation serves as notification that the bank is
based capital ratio of 10.0 percent or greater, subject to PCA provisions.
tier 1 risk-based capital ratio of 6.0 percent or
greater, and a leverage ratio of 5.0 percent or
greater, and the bank is not subject to an ordeGapital Adequacy Page
written agreement, capital directive, or prompt-
corrective-action directive to meet and mainqin the report of examination, the PCA capital
tain a specific capital level for any of theratios appear on the Capital Adequacy page and
prompt-corrective-action measures. are generally calculated using the bank’s most
adequately capitalized the bank has a total recent call report. In situations where the impact
risk-based capital ratio of 8.0 percent ofof examination findings (for example, loan loss
greater, a tier 1 risk-based capital ratio ofeserve adjustments or other losses) cause the
4.0 percent or greater, and a leverage ratio gfank to fall into a lower PCA category, the
4.0 percent or greater (or a leverage ratio ofiarrative portion of this page should explicitly
3.0 percent or greater if the bank is ratedtate the adjusted PCA ratios and reconcile the
composite 1 in its most recent report ofadjustments that were made.
examination), and the bank does not qualify as
well capitalized.
undercapitalizedf the bank has a total risk- RECLASSIFICATION
based capital ratio that is less than 8.0 percent,
atier 1 risk-based capital ratio that is less tham, pank’s PCA category is normally defined by
4.0 percent, or a leverage ratio that is less thajgs capital ratios indicated in the preceding
4.0 percent (or a leverage ratio that is less thagefinitions. The finding of an unsafe or unsound
3.0 percent if the bank is rated composite 1 iondition or practice however, may lead to a
its most recent report of examination). bank’s reclassification to the next lower cate-
significantly undercapitalized the bank has a gory than it would otherwise qualify for based
total risk-based capital ratio that is less thaolely on its capital ratios. In these circum-
6.0 percent, a tier 1 risk-based capital ratiGtances, the Federal Reserve may—
that is less than 3.0 percent, or a leverage ratio
that is less than 3.0 percent. * reclassify a well-capitalized bank to the
critically undercapitalizedif the bank has a adequately capitalized category.
ratio of tangible equity to total assets that is require an adequately capitalized bank to
equal to or less than 2.0 percent. comply with one or more supervisory provi-
sions specified by PCA for an undercapital-
ized bank.

* impose on an undercapitalized bank one or

EXAMINATION CONSIDERATIONS more supervisory actions authorized for a
significantly undercapitalized bank.

If it is determined a bank is undercapitalized,
significantly undercapitalized, or critically under-While the latter two actions do not strictly
capitalized, examiners should discuss the PCfepresent reclassifications from one category to
provisions with management during the examianother, they are nonetheless collectively referred
nation. Additionally, examiners should cautionto as “reclassifications” for PCA purposes.
banks when their capital ratios approach those Thus, section 38 does not make a bank that
found in the undercapitalized category to ensurbas been reclassified to the next lower capital
that proposed dividend or management fee paygategory automatically subject to the mandatory
ments do not cause the bank to violate theestrictions of the lower category. These man-
statute. Any PCA-related comments should beéatory restrictions can only be imposed through
noted on the Examination Comments and Corthe use of a directive and only those mandatory
clusions page of the examination report and imnd discretionary provisions deemed appropri-
the Summary to Directors of Examination Find-ate by the Federal Reserve will be imposéd.
ings report. The comments should be limited tdank can only be reclassified to the next lower
the mandatory provisions of the statute, refleatapital category and cannot be classified as
the immediacy of these provisions, and clearlgritically undercapitalized on any basis other
indicate that the receipt of the report of examithan its tangible equity ratio
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The reclassification of a bank for PCA pur-appeals process exists in both situations; it i
poses may affect the bank’s ability to acceptlescribed in greater detail in the subsection o
brokered deposits. If a well- or adequatelyissuance of PCA Directives.
capitalized bank is reclassified, the bank must
obtain an FDIC waiver to accept brokered depos-
its, regardless of its actual capital level. (Th
manual section on Deposit Accounts containseg’CA PROVISIONS
detailed discussion on the capital requirement®rqgyisions Applicable to All Banks
relating to brokered deposit activities.)

An “unsafe or unsound condition” is not \yhjle well-capitalized and adequately capital-
defined in the PCA statute and assessmepfleq phanks are generally not subject to an

thereof is left to the discretion of the Federalegtrictions, they are subject two provisions
Reserve. Banks determined to be in an unsafe gfat are apblicable to all banks:

unsound condition based on the results of the
most recent report of examination or call report A pank may not pay dividends or make any

will be reclassified. On the other hand, an giher capital distributions that would leave it
“unsafe or unsound practice” is defined as a undercapitalized.

Iess-than-satisfactory rating for any of the AMEL. A pank may not pay a management fee to :
(asset quality, management, earnings, or liquid- conrolling person if, after paying the fee, the
ity) components in the bank’s most recent ex- pank would be undercapitalized. Managemer
amination report that have not been corrected feeg subject to this restriction are those relat

since the examination. In partic.qlar,. a pan ing to overhead expenses and manageric
should be considered for reclassification if the gpervisory, executive, or policymaking func-
|mposmon.of the available PCA provisions tions, other than compensation to an indi
would assist the return of the bank to a safe \iqyal in the individual’s capacity as an officer
or sound condition or institute safe or sound o employee of the bank. This does nol

practices. _ _include fees relating to nonmanagerial ser
The Federal Reserve recognizes that certainyceg provided by the controlling person, suct
banks that are candidates for reclassification a5 gata processing, trust activities, mortgag

may hav_e taken favorable actions that are con- services, audit and accounting, property man
sistent with the purposes of PCA. In these cases, agement, or similar services.
reclassification may not be warranted—

« if the bank has raised or can demonstratﬁ
current efforts to raise enough capital to
become and remain well capitalized for th
foreseeable future; and

« if the bank has attempted to be in substanti

estrictions on Advertising

eI'he Federal Reserve prohibits a bank fron
dvertising its PCA category. A bank may not

compliance with all provisions of any out- escribe itself in an advertisement or in promo:

standing informal or formal enforcementt'on.al _materlal as falling within the weII-_
action; if management is addressing existin apitalized category, nor may the bank ?‘d"ef.“s
problems and is considered satisfactory; and at the Federal Reserve has determined it t

the bank’s condition is stable and shows sign e t".Vet” dc?pltallzgd. tl_-|c_)we\_/ter, a _E)e}nlk Isl not
of improvement. restricted from advertising its capital levels or

financial condition.

In those instances where reclassification is
determined to be appropriate, the Federal
Reserve will provide the bank with a written
notice specifying its intention to reclassify the
bank, along with an explanation of the reasons ; section 38 contains a limited exception to the dividenc
for the downgrade. The date of the reclassificaestriction for certain types of stock redemptions that (1) the
tion and the required PCA provisions can bdrederal Reserve has approved, (2) are made in connecti

made effective either at a specified future daté{ith an equivalent issue of additional shares or obligations
d (3) will improve the bank s financial condition. The

L . - n
or, Undef Cefrtam circumstances, immediately, éederal Reserve may also impose dividend restrictions on ar
the discretion of the Federal Reserve. Artompany that controls a significantly undercapitalized bank.
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Prompt Corrective Action

Provisions Applicable to
Undercapitalized Banks

A bank categorized as undercapitalized is sub-
ject to severaandatoryprovisions that become *
effective upon noatification of the bank. Under

the mandatory provisions, an undercapitalize
bank—

must cease paying dividends.
is prohibited from paying management fees té

a controlling person (see the previous subsec-

tion for exceptions).
is subject to increased monitoring by the
Federal Reserve and periodic review of the
bank’s efforts to restore its capital.

must file and implement a capital restoratior
plan generally within 45 days. Undercapital-
ized banks that fail to submit or implement a

capital restoration plan are also subject to thé
provisions applicable to significantly under-

capitalized banks.

may acquire interest in a company, open any
new branch offices, or engage in a new line of
business only if the following three require-

ments are met:

.

— the Federal Reserve has accepted its capi- I . _—
P R requiring the bank to divest or liquidate any

tal restoration plan,
— any increase in total assets is consistent
with the capital restoration plan, and
— the bank’s ratio of tangible equity to assets
increases during the calendar quarter at a
rate sufficient to enable the bank to become
adequately capitalized within a reasonable
time.
may not make any acquisition, acquire any
company or depository institution, establish
new branches, or engage in any new line of
business unless the Federal Reserve deter
mines that such action is consistent with its
capital plan or the FDIC determines that such
action will further the purposes of PCA.

In addition to the mandatory provisions, a
number of discretionary provisions may be

— That the bank accept an offer to be acquired
by another institution or company, or that
any company that controls the bank be
required to divest itself of the bank.

restricting transactions between the bank and

its affiliates.

restricting the interest rates paid on deposits

collected by the bank to the prevailing rates

paid on comparable amounts in the region
where the bank is located.

restricting the bank’s asset growth or requir-

ing the bank to reduce its total assets.

requiring the bank or any of its subsidiaries to
terminate, reduce, or alter any activity deter-
mined by the Federal Reserve to pose exces-
sive risk to the bank.

ordering a new election of the board of direc-

tors, dismissing certain senior executive offi-

cers, or hiring new officers.

prohibiting the acceptance, renewal, and roll-

over of deposits from correspondent deposi-

tory institutions.

prohibiting any bank holding company that

controls the bank from making any capital

distribution, including but not limited to divi-

dend payment, without the prior approval of

the Federal Reserve.

subsidiary that is in danger of becoming
insolvent and that poses a significant risk to
the bank, or is likely to cause significant
dissipation of its assets or earnings.

requiring any company that controls the bank
to divest or liquidate any affiliate of the bank

(other than another insured depository institu-

tion) if the Federal Reserve determines that
the affiliate is in danger of becoming insolvent

and poses a significant risk to the bank, or is
likely to cause significant dissipation of the

bank’s assets or earnings.

* requiring the bank to take any other action that
would more effectively carry out the purpose

of PCA than the above actions.

imposed on an undercapitalized bank. ThesProvisions Applicable to Significantly

include—

 requiring one or more of the following:

Undercapitalized Banks

The mandatory restrictions applicable to under-

— That the bank sell enough additional capicapitalized banks also apply to banks that are
tal or debt to ensure that it would besignificantly undercapitalized. In addition, a sig-

adequately capitalized after the sale.

nificantly undercapitalized bank is restricted in

— That the aforementioned additional capitapaying bonuses or raises to senior executive

be voting shares.

officers of the bank unless it receives prior

November 1994
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written approval from the Federal Reserve. If aaveragé during the fourth calendar quarter fol-
bank fails to submit an acceptable capital restdewing the period that it initially became criti-
ration plan, however, no such bonuses or raiseslly undercapitalized, unless the following spe:
may be paid until an acceptable plan has beetific requirements are met:
submitted.

The Federal Reserve, as directed by the PCA The bank has a positive net worth.
statute, must take the following actions unless it The bank has been in substantial complianc
is determined that these actions would not fur- with its capital restoration plan since the date

ther the purpose of PCA: of the plan’s approval.
« The bank is profitable or has a sustainabls
« Require one or more of the following: upward trend in earnings.

— That the bank sell enough additional capi® The bank has reduced its ratio of nonperform

tal or debt to ensure that it would be ing loans to total loans.
adequately capitalized after the sale. ~ * The Chairman of the Federal Reserve and th

— That the aforementioned additional capital Chairperson of the FDIC both certify that the
be voting shares. bank is viable and not expected to fail.

— Thatthe bank accept an offer to be acquired Critically undercapitalized banks are also pro-

by another institution or company, or that, . - - . -
any company that controls the bank behlblted, beginning 60 days after becoming criti-

. ) . cally undercapitalized, from making any pay-
required to divest itself of the bank. ment of principal or interest on subordinated

Restrict the bank’s transactions with affiliates yapt issued by the bank without the prior
Restrict the interest rates paid on depositgpproval of the FDIC. Unpaid interest, however
collected by the bank to the prevailing ratesnay continue to accrue on subordinated det
paid on comparable amounts in the regiominder the terms of the debt instrument. The
where the bank is located. FDIC is also required, at a minimum, to prohibit

a critically undercapitalized bank from doing

In addition to these mandatory provisionsany of the following without the prior written
one or more of the discretionary provisions forapproval of the FDIC:

undercapitalized banks must be imposed on a

significantly undercapitalized bank. Moreover. Entering into any material transaction not in

other measures (including the provisions for the usual course of business. Such activitie

critically undercapitalized banks) may be required jnclude any investment, expansion, acquisi
if the Federal Reserve determines that suchtion, sale of assets, or other similar actior
actions will advance the purposes of PCA. where the bank would have to notify the

Federal Reserve.

Extending credit for any highly leveraged

transaction.

« Amending the bank’s charter or bylaws, excep
to the extent necessary to carry out any othe
requirement of any law, regulation, or order.

A critically undercapitalized bank must be placed Making any material change in accounting

in conservatorship (with the concurrence of the methods.

FDIC) or receivership within 90 days, unless the Engaging in any covered transaction unde

Federal Reserve and the FDIC concur that other section 23A(b) of the Federal Reserve Act.

action would better achieve the purposes of Paying excessive compensation or bonuses.

PCA. The decision to defer placing a criticallys Paying interest on new or renewed liabilities

undercapitalized bank in conservatorship or that would increase the bank’'s weightec

receivership must be reviewed every 90 days, average cost of funds to a level significantly

and an explanation must be provided about why exceeding the prevailing rates of interest pai
deferring this decision would better achieve the
purposes of the statute (preventing losses to the——

bank insurance fund). 3. This is determined by adding the sum of the total

. . ... . tangible equity ratio at the close of business on each da
A bank must be placed in receivership if itgyring this quarter and dividing that sum by the number of

continues to be critically undercapitalized orbusiness days in that quarter.

Provisions Applicable to Critically
Undercapitalized Banks

Commercial Bank Examination Manual November 1994
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4133.1 Prompt Corrective Action

on insured deposits in the bank’s normatequire a bank to submit a capital restoration
market area. plan within 45 days after the bank has received
notice, or has been deemed to have been noti-
fied, that it is undercapitalized, significantly
undercapitalized, or critically undercapitalized.
The Federal Reserve may change this period in
A bank that is undercapitalized significantly'ndw'dual cases, provided it notifies the bank
o " ’ ...~ Jthat a different schedule has been adopted. PCA
undercaplta_llzed, or critically u_ndercapltallzedalso requires the Federal Reserve to—
must submit a capital restoration plan to the
Federal Reserve. The plan should aim to restore
the bank’s capital to at least the minimum
capital levels required for adequately capitalized
banks. This plan must be submitted in writing,

and specify—

Capital Restoration Plans

review each capital restoration plan within

60 days of submission of the plan unless it
extends the review time.

provide written notice to the bank about

whether it has approved or rejected the capital
plan.

provide a copy of each acceptable capital
restoration plan, and amendments thereto, to

» the steps the bank will take to become,
adequately capitalized.

Fhe levels of capital the bar_lk expects to attain o Epic within 45 days of accepting the
in each year that the plan is in effect.

lan
« how the bank will comply with the restrictions P

and requirements imposed on it under Sec- There are two cases where a capital restora-

tion 38. L tion plan may not be required:

the types and levels of activities in which the

bank will engage. _ » When a bank has capital ratios consistent with

any other information required by the Federal those corresponding to the adequately capital-

Reserve. ized category but, due to unsafe or unsound
) ) conditions or practices, has been reclassified

A capital restoration planannot be accepted g the undercapitalized category.

unlessthe plan— « When a bank s capital category changes, but

the bank is already operating under a capital

* contains the information required in the pre- yestoration plan accepted by the Federal
ceding five points. Reserve.

* is based on realistic assumptions and is likely
to succeed in restoring the bank’s capital. The Federal Reserve will examine the circum-
» would not appreciably increase the riskstances of each of the above cases to determine
(including credit risk, interest-rate risk, andwhether a revised plan must be submitted.
other types of risk) to which the bank is
exposed.
contains a guarantee from each company th@apital Restoration Plan Guarantee
controls the bank, specifying that the bank
will comply with the plan until it has been The Federal Reserve cannot approve a capital
adequately capitalized on average during eaafestoration plan unless each company that con-
of four consecutive calendar quarters, androls the bank has guaranteed the bank’s com-
each company has provided appropriate assystiance with the plan and has provided reason-
ances of performance. (See the subsequeable assurances of performance. The Federal
subsection, Capital Restoration Plan GuararReserve will consider on a case-by-case basis
tee, for additional information.) the appropriate type of guarantee for multi-tier
holding companies, or parent holding compa-
nies that are shell companies or that have limited
Submission and Review of Capital Plans resources. A guarantee that is backed by a
contractual pledge of resources from a parent
The Federal Reserve has established rulemmpany may satisfy the requirements of sec-
regarding a uniform schedule for the filing andtiion 38, particularly in situations involving the
review of capital restoration plans. These ruleswnership of an insured bank by a foreign
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company through a wholly owned domesticher bank, or company controlling a state mem
shell holding. In other situations, a third-partyber bank (company), a written notice of pro-
guarantee made by a party with adequate finaposed action under section 38 (referred to as
cial resources may be satisfactory. directive), unless the circumstances of a particu
PCA also contains several provisions thatar case indicate that immediate action is nece:
clarify the capital restoration plan guarantee: sary to serve the purpose of PCA. These direc
o o tives are issued for reasons such as reclassifyir
+ Limitation on liability. The aggregate amounta bank and implementing discretionary provi-
of liability under the guarantee for all compa-sjons, the latter of which includes the dismissa
nies that control a SpeCiﬁC bank is limited tOOf directors or senior executive officers.
the lesser of (1) an amount equal to 5 percent A notice of intent to issue a directive should
of the bank’s total assets, or (2) the amounfclude—
necessary to restore the relevant capital ratios
of the bank to the level required for the bank 3 statement of the bank’s capital measures ar
to be categorized as adequately capitalized. |evels.
Limitation on duration. The guarantee anck a description of the restrictions, prohibitions,
limit on liability expires after the Federal or affirmative actions that the Federal Reserv
Reserve notifies the bank that it has remained proposes to impose or require.
adequately capitalized for each of the previous the proposed date when such restrictions c
four consecutive calendar quarters. prohibitions would be effective or the pro-
Collection of guarantee. Each company that posed date for completion of such affirmative
controls a given bank is jointly and severally actions.
liable for the guarantee. - the date by which the bank or company
Failure to provide a guarantee. A bank will be subject to the directive may file with the
treated as if it had not submitted an acceptable Federal Reserve a written response to th
capital restoration plan if its capital plan does notice.
not contain the required guarantee.
Failure to perform under a guarantee. A bank When a directive becomes effective at &
will be treated as if it failed to implement the future date, the Federal Reserve must provid
capital restoration plan if any companythe bank or company an opportunity to appea
that controls the bank fails to perform itsthe directive before taking final action. This
guarantee. requires the bank to submit information relevan
to the decision within the time period set by the
. . . Federal Reserve, which must be at least 14 ca
Failure to Submit an Acceptable Capital gndar days from the date of the notice, unless tt
Plan Federal Reserve determines that a shorter peric

o ) . is appropriate in light of the financial condition
An undercapitalized bank that fails to submit ory¢ tﬁg bgnk or oth%r relevant circumstances. I

implement, in any material respect, an acceplsither case, a decision must be rendered withi

able capital restoration plan within the requiregsy cajendar days of the receipt of the appeal.
period is subject to the same provisions appli- |, the case of a directive that is immediately

cable to a bank that is significantly undercapizective upon notification of the bank, the

talized. If a bank's capital restoration plan iSpggeral Reserve’s rules provide an opportunit
rejected, the bank is required to submit a neq the phank or company to seek an expedite
capital plan within the time period specified by qgification or rescission of the directive. A

the Federal Reserve. During the period f°”°""£ank or company that appeals a directive effec

ing notice of the rejection, and before Federafye immediately is required to file a written
Reserve approval of a new or revised capitalyneq| within 14 days of receiving the notice,
plan, the bank is treated in the same manner &g the Federal Reserve must rule on the appe
a significantly undercapitalized bank. within 60 days of receiving it. During the period
that the appeal is under review the directive
remains in effect, unless the effectiveness of th

ISSUANCE OF PCA DIRECTIVES directive is delayed by the Federal Reserve.
Part of the appeal process includes the bank
The Federal Reserve must provide a state merright to an informal hearing. This hearing is

Commercial Bank Examination Manual November 1994
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conducted by a representative selected by the state member bank as a result of a PCA
Federal Reserve and permits oral testimony dadirective to petition for reinstatement. A director
witnesses. This request for a hearing shouldr senior executive officer who is required to be
accompany the bank’s response to notificatiodismissed in compliance with a Federal Reserve
of a PCA directive, and the Federal Reservéirective may have the dismissal reviewed by
must generally issue an order for the hearing téiling, within 10 days, a petition for reinstate-
commence no later than 30 days after receipt ahent with the Federal Reserve. The petitioner
the bank’s request. The presiding officer at thavill also be given the opportunity to submit
hearing must make a recommendation to theritten materials in support of the petition and
Federal Reserve regarding the bank's appe# appear at an informal hearing before repre-
within 20 calendar days of the closing of thesentatives of the Federal Reserve. The date for
record of the hearing proceeding. The Federahe hearing and for the ultimate decision follows
Reserve must then issue a decision within 60 cathe same timeframe as that indicated for the
endar days of the date of the closing of theppeals process in the preceding paragraph.
hearing record. Any bank that has been reclas-
sified or subjected to a PCA directive may, upon
a change in circumstances, request in writin ) )
that the Federal Reserve reconsider the terms %‘nforcement of Directives
the directive, and may propose that the directive
be modified, rescinded, or removed. The direcPCA directives may be enforced in the federal
tives issued will remain in place while thecourts, and may cause any bank, company, or
request is pending unless otherwise ordered tj@ank-afﬁliated party that violates the directive to
the Federal Reserve. be subject to civil money penalties. The failure
of a bank to implement a capital restoration
plan, or the failure of a company having control
Dismissal of Directors or Senior of a state member bank to fulfill a guarantee that
Executive Officers the company has given in connection with a
capital plan accepted by the Federal Reserve,
The Federal Reserve’s rules establish a speciabuld subject the bank or company or any of
procedure permitting an opportunity for seniorttheir bank-affiliated parties to a civil money
executive officers and directors dismissed fronpenalty assessment.
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Page 8



Prompt Corrective Action 4133.1

TABLE—SUMMARY OF SPECIFICATIONS OF CAPITAL CATEGORIES
FOR PROMPT CORRECTIVE ACTION

Total Tier 1
Capital risk-based risk-based Leverage
category ratio ratio ratio Additional criteria
Well 10% or 6% or 5% or is not subject to a capital direc-
capitalized above; plus  above; plus above; plus tive to meet a specific level for
any capital measure
Adequately 8% or 4% or 4% or does not meet the definition of
capitalized above; plus above; plus  abovel plus  well capitalized
Under- under 8%; or under 4%; or under &%
capitalized
Significantly  under 6%; or under 3%; or under 3%
under-
capitalized
Critically not applicable not applicable not applicable can only be assigned to this c:
under- gory if the ratio of tangible equity
capitalized to total assets is equal to or less

than 296

1. Three percent or above for banks rated composite 1 in 3. Tangible equity is defined as core capital elements plu
their most recent report of examination and that are notumulative perpetual preferred stock, net of all intangible
experiencing or anticipating significant growth. assets except those amounts of purchased mortgage-servici

2. Under 3 percent for banks rated composite 1 in theirights allowable into tier 1 capital.
most recent report of examination and that are not experienc-
ing or anticipating significant growth.
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Prompt Corrective Action
Examination Objectives )
J Section 4133.2

Effective date November 1994

1. To determine if prompt-corrective-action3. To ensure that undercapitalized, significantly
(PCA) provisions are necessary. undercapitalized, and critically undercapital-
2. To determine if the policies, practices, and ized banks have effective capital restoratior
procedures are in place to ensure compliance plans that comply with PCA.
with  PCA mandatory and discretionary
provisions.

November 1994
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Real Estate Appraisals and Evaluations _
Effective date November 1995 Section 4140.1

INTRODUCTION 12 CFR 208} requires that appraisals performed

in connection with federally related transactions
The Board has a longstanding policy on rea@fter the effective date of August 9, 1990,
estate appraisals that emphasizes the importane@mply with the regulation. Appraisals for real
of sound appraisal policies and procedures in gstate—related financial transactions entered in
bank’s real estate lending activity. In DecembepPefore this date do not have to comply with the
1987 the Board and the other banking regulatorjegulation. However, the bank would have ha
agencies jointly adopted guidelines for real estat9 adnere to the Board's supervisory guidelines
appraisal policies and review procedures. WitFSued in 1987, for such real estate appraisals,

the passage of title XI of the Financial Insmu-VTvr(eallr]s?:cttigniagereagge;oeu dn(tjo bha;\/lgngeg;agtrﬁgs
tions Reform, Recovery, and Enforcement Ac}nto and a loan is deemed to have been origi

(FIRREA) of 1989’ t_he 'Boa_lrd_as well as thenated if there was a binding commitment to
other .federal flnan.C|aI institutions regulatqryperform before the effective date.
agencies adopted in August 1990 regulationS the requirement to use a state-certified o
regarding the performance and utilization ofjicensed appraiser had a separate effective da
appraisals by federally regulated financial instinf january 1, 1992, but was extended by th
tutions. In September 1992 the Board issue¢iD|C Improvement Act of 1991 to no later than
revised guidelines for real estate appraisal andecember 31, 1992. Consequently, states hz
evaluation programs, which were later amendethe flexibility to adopt an earlier implementa-
on June 7, 1994. tion date regarding state requirements that a
The intent of title XI and the Board’s regula- appraiser be certified or licensed to perform al
tion is to protect federal financial and publicappraisal within their state. Financial institu-
policy interests in real estate—related financidions doing business in a state that had an earli
transactions requiring the services of an appraisétffective date for mandatory use of a certified o
Title X1 also requires that real estate appraisalicénsed appraiser than the federally mandate

be in writing and be performed in accordancéective date would have had to abide by the

with uniform standards and by individuals with State law.
demonstrated competency whose professional
conduct is subject to effective supervision. In

this regard, title XI permitted each state toBANK APPRAISAL AND

establish a program for certifying and IicensindEVALUAﬂON POLICY

real estate appraisers who are qualified to per- = | . ) )

form appraisals in connection with federallyAN institution’s board of directors is responsible
related transactions. Additionally, title XI des-fOr adopting policies and procedures that estat
ignated the Appraisal Foundation, a nonprofi ish effective real estate appraisal and evaluatio

appraisal industry group, as the authority foPrograms. Analyzing real estate collateral at

establishing qualifications criteria for appraise#Oans inception and over its life requires a

certification and standards for the performancSUff'C'ent understanding of appraisals and eval.

¢ isal H itle X left h Gtions to fully assess credit risk. While the
of an appraisal. However, title XI left to the 5,5 9isq| plays an important role in the loar

states the authority to establish qualificatiorhpprovm process, the bank should not undul
standards for licensing. Title X| established thgejy on the collateral value in lieu of an adequats
Appraisal Subcommittee of the Federal Finanassessment of the borrower's repayment ability
cial Institutions Examination Council (FFIEC) However, when a credit becomes troubled, thi
to monitor the requirements established to megfrimary source of repayment often shifts from
the intent of title XI. the borrower’s capacity to repay to the value o
the collateral. For these reasons, it is importar
that banks have sound appraisal policies an
. rocedures.

Effective Date P

. . . 1. The standards applicable to appraisals are set forth i
The Board'’s appraisal regulation (Regulation Hsubpart G of the Board's Regulation Y, 12 CFR 225.
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4140.1 Real Estate Appraisals and Evaluations

Appraisal and Evaluation Program appraisal’'s or evaluation’s estimate of value as
a result of the review unless that person is

An institution’s appraisal and evaluation pro-appropriately licensed or certified and per-

gram should be tailored to the institution's sizeforms the review in accordance with the review

location, and the nature of its real estate markdtrocedures contained in the Uniform Standards

and attendant real estate—related activity. Thef Professional Appraisal Practice (USPAP)

program should establish prudent standards argfandard 3.

procedures that ensure written appraisals or

evaluations are obtained and analyzed for real

estate—related financial transactions before tteEDERALLY RELATED

bank makes its final credit decision. FINANCIAL TRANSACTIONS
The bank’s appraisal and evaluation program

should also establish the manner in which th@ federally related transaction is defined in
institution selects, evaluates, and monitors indijtie X| as a real estate—related financial trans-
viduals who perform real estate appraisals Ofction that a federal financial institutions regu-
evaluations. The key elements of the instituiaiory agency engages in, contracts for, or regu-
tlon’s_program should ensure _that individualgates and that requires the services of an
are fairly considered for the assignment, posseggpraiser. Title XI further defines a real estate—
the requisite expertise to satisfactorily completgg|ated financial transaction as any transaction
the assignment, hold the proper state certificanyolving the sale, lease, purchase, investment
tion or license if applicable, and are capable of, o exchange of real property, including inter-
rendering a high-quality written appraisal Orests in property, or the financing thereof; the
evaluation. refinancing of real property or interests in real
property; or the use of real property or interests
in property as security for a loan or investment,
Compliance Procedures including mortgage-backed securities.
The Board recognizes that not all real estate—
To ensure the bank is complying with therelated financial transactions require the services
regulation and supervisory guidelines, the banéf an appraiser. In this regard, the Board has
should have established regulatory complianc etermmed tha_lt certain categories of real estate—
procedures for all appraisals and evaluationd€lated financial transactions do not require
The compliance review may be part of a Ioaﬁhe services of a certlfled_ or licensed appraiser
officer's overall credit analysis and may take théind @s such are not considered federally related
form of a narrative or a checklist. The individualtransactions. However, for certain transactions
who prepared the appraisal or evaluation shoulffat do not require a certified or licensed
take corrective action for noted deficiencies@PPraisal, an evaluation of the underlying col-
Unreliable appraisals or evaluations should bit€ral is required under the Board's supervisory
replaced before the final credit decision. guidelines.
Additionally, a bank should have comprehen-
sive analytical procedures that focus on certain
types of loans, such as large-dollar credits, loankransaction Value
secured by complex or specialized properties,
nonresidential construction loans, or out-of-aredhe transaction value is defined as the amount
real estate. These comprehensive analytical prof the loan or extension of credit under consid-
cedures should be designed to verify the appreeration. For a pool of loans or a mortgage-
priateness of the methods and approaches uskdcked security, the transaction value is the
and to assess the reasonableness of the analysisiount of each individual loan. In determining
opinions, and conclusions. The bank shouldransaction value, the senior and junior debt
maintain formal documentation or evidence ofare considered separate transactions under the
the review. An individual performing the review, appraisal rule. However, a series of related
either an employee of the bank or an outsidéransactions will be considered as one transac-
consultant, should have real estate—related traition if it appears that an institution is attempting
ing or experience and be independent of th& avoid the appraisal requirement by structuring
transaction. The individual may not change the¢he transactions below the appraisal threshold.
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Transactions Not Requiring the « the regulated institution is acting in a fiduciary
Services of a Licensed or Certified capacity and is not required to obtain an
Appraiser appraisal under other law; or

» the Board determines that the services of a

An appraisal performed by a state-certified or @PPraiser are not necessary to protect feder
-licensed appraiser is required for all real estate— financial and public policy interests in real

related financial transactions except those in €State—related financial transactions or t
which— protect the safety and soundness of th

institution.

the transaction value is $250,000 or less; . L
« a lien on real estate has been taken as collat- 7O transactions that do not require title XI
eral in an abundance of caution: appraisals because they are below the apprais
the transaction is not secured by real estate1I.hr65h()|c|’I or bﬁcayse thley qualify for _the $1 mr'll'
. . jon or less business-loan exemption or the
auilegse%notLe;rl tﬁ;:]a:ﬁe ?:ZI gsetzrt‘e,;a\ljgﬂj ef.o xisting extension-of-credit exemption, the Boarc
tpheptransaction is 2 business loan that haé still requires an appropriate evaluation of the
transaction value of $1 million or less and is, al property coIIatergI that IS consistent with
; safe and sound banking practices.
not dependent on the sale of, or rental income The Board reserves the right to require a ban
derived from, real estate as the primary sourcg ; h 9 q 3
0 obtain an appraisal on an exempt transactio

of repayment; . . whenever it is necessary to address safety-an
a lease of real estate is entered into, unless t@%undness concerns. Whether a bank will b
lease is the economic equivalent of a purcha ‘

or sale of the leased real estate: SI"‘équwed to obtain an appraisal for a particula

o L ._transaction or an entire group of credits will
the transaction involves an existing extensmraepend on the condition of the bank. For
of credit at the lending institution, provided i

. “example, if a bank is in troubled condition that
that there has been no obvious and material 4tributable to underwriting problems in its
change in market conditions or physicaliy| estate loan portfolio, the Board may require
aspects of the property that threatens thg . pank to obtain an appraisal for alew
adequacy of the institution’s real estate collaty.gnsactions below the threshold. However
eral protection after the transaction, eveeqarqless of a bank’s condition, an examine

with the advancement of new monies, or thert]anay require a bank to obtain an appraisal for

is no advancement of new monies, other thag, icylar real estate—related transaction t

E:lj)nsctiss necessary to cover reasonable Closinggress safety-and-soundness concerns.

the transaction involves the purchase, sale,

investment in, exchange of, or extension of

credit secured by a loan or interest in a loanPbtaining an Appraisal

pooled loans, or interests in real property,

including mortgage-backed securities, and’he bank or its agent is responsible for engagin
each loan or interest in a loan, pooled loan, othe appraiser and obtaining the appraisal i
real property interest met the Board’s regulasufficient time to be analyzed before the banl
tory requirements for appraisals at the time ofirrives at its final credit or other decision. A
origination; bank may not accept an appraisal prepared f
the transaction is wholly or partially insureda potential borrower as the appraisal for &
or guaranteed by a U.S. government agency dederally related transaction. However, a banl
U.S. government—sponsored agency; may use an appraisal prepared by an apprais
the transaction either qualifies for sale to @ngaged directly by another regulated or non
U.S. government agency or U.S. governmenttegulated financial services institution as long a
sponsored agency, or involves a residentidhe bank has established procedures for reviev
real estate transaction in which the appraisahg appraisals, the review indicates that the
conforms to the Federal National Mortgageappraisal meets the regulation, and the review |
Association or Federal Home Loan Mortgagedocumented in writing.

Corporation appraisal standards applicable to For a multiphased development or construc
that category of real estate; tion loan, the appraisal of an earlier phase
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cannot be used for a new phase due to the The Board’s appraisal regulation also permits
change in risk to the bank. However, if thebanks to use appraisals prepared in accordance
original appraisal was prepared for all phasewith the USPAP Departure Provision. The
of the project, the bank may use the projecDeparture Provision permits limited exceptions
appraisal if the appraisal's value for the newto “specific guidelines” in USPAP. Appraisers
phase is still valid at the time the bank extendpreparing appraisals using the Departure Provi-
the additional credit. sion still must comply with all “binding require-

ments” of USPAP and must be sure that the

resulting appraisal will not be misleading.
APPRAISAL REQUIREMENTS

The objective of an appraisal is to communicat
the appraiser’'s reasoning and conclusions in

logical manner so that the reader is led to theA bank may engage an appraiser to perform
appraisers estimation of market value. Theeitheracomplete or a limited appraisal, referred
contents of appraisals should conform to thg, o¢ 5 appraisal assignment. In a complete
stagdtf;]rdsuof.fthe BSotard dS gppralltlsgl r]cegu[atlo ppraisal assignment, an appraiser must meet all
2” 'el Pnl oz_m L?QPZIDS 0 r(I) e_:,s:joré)a SPAP standards and guidelines in estimating
thpprAalsa . rlagt'ced( ds B ),dpr?mu %\a €d DY¥market value. In a limited appraisal assignment,
e N gptr_alsaTh an ?r f’ ; oar IO the pgralsatlhe appraiser elects to depart from certain spe-
ounadation. The actual form, léngth, and Cong;f» guidelines by invoking the Departure Pro-
tent of appraisal reports may vary, depending ofgiq, * Before beginning the appraisal, the
the type of property being appraised and the o iser must obtain the bank's concurrence

nature of the assignment. Standard forms comp; yhe yse of the Departure Provision is appro-

glritz?sg];:crzglﬁt:}ge with the rule and USI:)'A‘Ppriate for the transaction. The appraiser must

ensure that the resulting appraisal report will not
mislead the bank or other intended users of the
appraisal report. The bank should realize that, as
the degree of departure increases, the correspond-
ing level of reliability of the limited appraisal
decreases, resulting in a higher level of risk.

%\ppraisal Assignment

Appraisal Standards

Title XI prescribes the minimum standard for

appraisals performed in connection with feder

ally related transactions as those standards set

forth in USPAP as well as any other appropriate ]

standards that the Board deems necessary. Appraisal Reports

minimum, the Board’'s appraisal regulation

requires that an appraisal— The appraisal report usually includes a disclo-
sure of sales history and an opinion as to the

» conform to generally accepted appraisal starkighest value and best use of the property. After

dards as evidenced by USPAP, unless prirpreparing a report, appraisers must certify that—

ciples of safe and sound banking require

compliance with stricter standards; » statements of fact are true and correct;

be written and contain sufficient informatione limiting conditions have been disclosed;

and analysis to support the bank’s decision te they have no interest (present or future) in the

engage in the transaction; transaction or property;

analyze and report appropriate deductions arnd compensation is not contingent on rendering a

discounts for proposed construction or reno- specified value;

vation, partially leased buildings, nonmarket they have complied with USPAP;

lease terms, and tract developments with an inspection of the property was or was not

unsold units; performed; and
* be based upon the definition of market value assistance was or was not received in the
as set forth in the regulation; and preparation of the appraisal.

« be performed by state-licensed or -certified
appraisers in accordance with the require- There are three different report formats that
ments in the regulation. can be used for both the complete and the
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limited appraisal assignment: a self-contained To properly underwrite a construction loan, a
report, a summary report, and a restricted reporbank may need to know a prospective value of .
Since USPAP requires all appraisal reports tproperty in addition to the market value as of the
encompass all aspects of the assignment, diffedate of the appraisal. A prospective value is
ences among these reports relate to the degreelsed upon events yet to occur, such as compl
detail presented. The self-contained appraisgéibn of construction or renovation, reaching
report provides the most detail; the summargtabilized occupancy, or some other event yet t
appraisal report condenses the information; anoe determined. Thus, more than one value ma
the restricted appraisal report contains a minibe reported in an appraisal as long as all value
mal presentation of information with the sup-are clearly described and reflect the projecte
porting details maintained in the appraiser'siates when future events could occur.
work files.

The restricted report is not appropriate for a
significant number of federally related transacaAppRAISAL VALUATION
tions because the minimal amount of informaAPPROACHES
tion limits the usefulness of the document for

underwriting, compliance, and other decisionyyg appraiser typically utilizes three market-
making purposes. However, it might be approy ;e “approaches to analyze the value o
priate to use this type of appraisal report Whe’broperty:

providing ongoing collateral monitoring of a
bank’s real estate transactions and under other
circumstances when a bank’s program requires
an evaluation.

cost approach
market data or direct comparable sales approac
« capitalization of income approach

All three approaches have particular merits
Appraisal Content depending upon the type of real estate bein
appraised. For single-family residential prop-

. erty, the cost and comparable sales approach
The appraisal must reflect a market value of thg o\, 0st frequently used since the common us

real estate. The regulat.ion defines market vaIu& the property is the personal residence of th
as the most probable price that a property shoulgy, nor “However, if a single-family residential
bring in a competitive and open market under al roperty is inter,1ded to be used as a rent

conditions reql_Jisite to a fair sale, the buyer an roperty, the appraiser would have to conside
seller each acting prudently and knowledgeabl he income approach as well. For special-us

and assuming the price is not affected by undug,mmercial properties, the appraiser may hav
stmulus. _difficulty obtaining sales data on comparable

Implicit in this definition is the consummation properties and may have to base the valu
of a sale as of a specified date and the passing gtimate on the cost and capitalization of incom
title from the seller to the buyer under Cond"approaches.
tions whereby— If an approach is not used in the appraisal, th

. . appraiser should disclose the reason the approa

* buyer and seller are typically motivated;  \yas not used and whether this affects the valu
* both parties are well informed or well advised estimate.

and acting in what they consider their own

best interests;

a reasonable time is allowed for exposure icost Approach
the open market;

* payment is made in terms of cash in U.S|n the cost approach to value estimation, the
dollars or in terms of financial arrangementsappraiser obtains a preliminary indication of
comparable thereto; and value by adding the estimated depreciate
the price represents the normal consideratioreproduction cost of the improvements to the
for the property sold unaffected by special oestimated land value. This approach is based c
creative financing or sales concessions granteébe assumption that the reproduction cost is th
by anyone associated with the sale. upper limit of value and that a newly con-
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structed building would have functional andwhether there are long-term leases with fixed-
mechanical advantages over an existing buildevel payments, and whether the value is being
ing. The appraiser would evaluate any funcfendered for a component of the project such as
tional depreciation (disadvantages or deficienand or buildings.

cies) of the existing building in relation to anew  The accuracy of the income-approach method
structure. depends on the appraiser’s skill in estimating the

The cost approach consists of four basiginticipated future net income of the property
steps: (1) estimate the value of the land agnd in selecting the appropriate capitalization
though vacant, (2) estimate the current cost gfate and discounted cash-flow. The following

reproducing the existing improvements, (3) estigata are assembled and analyzed to determine
mate depreciation and deduct from the repropotential net income and value:

duction cost estimate, and (4) add the estimate

of land value and the depreciated reproduction Rent schedules and the percentage of occu-

cost of improvements to determine the value pancy for the subject property and for compa-

estimate. rable properties for the current year and sev-
eral preceding years. This provides gross rental
data and shows the trend of rentals and

Market Data or Direct Comparable occupancy, which are then analyzed by the

Sales Approach appraiser to estimate the gross income the
property should produce.

The essence of the market data or direct com- Expense data such as taxes, insurance, and
parable sales approach is to determine the priceoperating costs being paid from revenues
at which similar properties have recently sold on derived from the subject property and by
the local market. Through an appropriate adjust- comparable properties. Historical trends in
ment for differences in the subject property these expense items are also determined.

and the selected comparable properties, thea timeframe for achieving stabilized, or nor-

appraiser estimates the market value of the ma| occupancy and rent levels (also referred
subject property based on the sales price of thetg a5 a holding period).

comparable properties. The process used in
determining the degree of comparability of two  gasically, the income approach converts all
or more properties involves judgment abougxpected future net operating income into
their similarity with respect to age, location, present-value terms. When market conditions
condition, construction, layout, and equipmentgre stable and no unusual patterns of future rents
The sales price or list price of those propertiegnd occupancy rates are expected, the direct
deemed most comparable tend to set the rang@pitalization method is used to value income
for the value of the subject property. properties. This method calculates the value of a
property by dividing an estimate of its stabilized
annual income by a factor called a cap rate.
Capitalization of Income Approach Stabilized income is generally defined as the
yearly net operating income produced by the
The income approach estimates the projectBroperty at normal occupancy and rental rates; it
expected income over time converted to afay be adjusted upward or downward from
estimate of its present value. The incomdoday’s actual market conditions. The cap rate—
approach is typically used to determine thdisually defined for each property type in a
market value of income-producing propertiegnarket area—is viewed by some analysts as the
such as office buildings, apartment complexeggquired rate of return stated as a percent of
hotels, and shopping centers. In the incoméurrent income.
approach, the appraiser can use several differentThe use of this technique assumes that the use
capitalization or discounted cash-flow tech-of either the stabilized income or the cap rate
niques to arrive at a market value. These techaccurately captures all relevant characteristics of
nigues include the band-of-investments methodhe property relating to its risk and income
mortgage-equity method, annuity method, angotential. If the same risk factors, required rate
land-residual technique. Which technique is usedf return, financing arrangements, and income
depends on whether there is project financingyrojections are used, explicit discounting and
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direct capitalization should yield the samereal estate collateral, there are other definition
results. of value that are encountered in appraising an

For special-use properties, new projects, oevaluating real estate transactions. These incluc
troubled properties, the discounted cash flowhe following.

(net present value) method is the more typical

approach to analyzing a property’s value. In thig-air Value This is an accounting term that is
method, a timeframe for achieving a stabilizedgenerally defined as the amount in cash o
or normal, occupancy and rent level is projectedcash-equivalent value of other consideration the
Each year's net operating income during tha& real estate parcel would yield in a current sal
period is discounted to arrive at the presenbetween a willing buyer and a willing seller (the
value of expected future cash flows. The propselling price), that is, other than in a forced or
erty’s anticipated sales value at the end of théquidation salet According to accounting lit-
period until stabilization (its terminal or rever- erature, fair value is generally used in valuing
sion value) is then estimated. The reversiomssets in nonmonetary transactions, trouble
value represents the capitalization of all futurelebt restructuring, quasi-reorganizations, an
income streams of the property after the probusiness combinations accounted for by thi
jected occupancy level is achieved. The terminglurchase method. An accountant generall
or reversion value is then discounted to itglefines fair value as market value; however
present value and added to the discounted incongkepending on the circumstances, these valu
stream to arrive at the total present market valumay not be the same for a particular property.
of the property.

Most importantly, the analysis should be basethvestment ValueThis is based on the data and
on the ability of the project to generate incomeassumptions that meet the criteria and objective
over time based upon reasonable and suppoxf a particular investor for a specific property or
able assumptions. Additionally, the discount rat@roject. The investor's criteria and objectives
should reflect reasonable expectations about tlege often substantially different from partici-
rate of return that investors require under norpants’ criteria and objectives in a broader mar
mal, orderly, and sustainable market conditionsket. Thus, investment value can be significantly
For further discussion, see the manual section drigher than market value in certain circum-
Real Estate Loans. stances and should not be used in credit analys

decisions.

Liquidation Value This assumes that there is
little or no current demand for the property but

the property needs to be disposed of quickly

The three value estimates—cost, market, ann%sulting in the owner sacrificing potential prop-

income—must be evaluated by the appraise o : :
and correlated into a final value estimate base%lrty appreciation for an immediate sale.

on the appraiser’s judgment. Correlation does . o
. ; : . oing-Concern Value This is based on the
not imply averaging the value estimates obtaine, alue of a business entity rather than the valu

by using the three different approaches. Whergfjust the real estate. The valuation is based o
these value estimates are relatively close togeth?:r

Value Correlation

correlating them and setting the final marke e existing operations of the business that has

value estimate presents no special problem. It
in situations where widely divergent values ar
obtained by using the three appraisal approach
that the examiner must exercise judgment i
analyzing the results and determining the est
mate of market value.

roven operating record, with the assumptior
e?wlt the business will continue to operate.

Kesessed ValueThis represents the value on
Which a taxing authority bases its assessmer
"'he assessed value and market value may diff
considerably due to tax assessment laws, timin
of reassessments, and tax exemptions allowe
on properties or portions of a property.

Other Definitions of Value

. s . . . 2. FASB Statement of Standards No. 67, “Accounting for
While the Boa}rd S appr_alsal regulation require%osts and Initial Rental Operations of Real Estate Projects,
that the appraisal contain the market value of theppendix A.
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Net Realizable Value (NRVThis is recognized < describe the source(s) of information used in

under generally accepted accounting principles the analysis,

as “the estimated selling price in the ordinarye describe the analysis and supporting informa-

course of business less estimated costs oftion, and

completion (to the stage of completion assumee provide an estimate of the real estate’s market

in determining the selling price), holding, and value, with any limiting conditions.

disposal.® The NRV is generally used to evalu-

ate the carrying amount of assets being held for

disposition and properties representing collatForm and Content of Evaluations

eral. While the market value or future selling

price are generally used as the basis for the NR8ince a bank must tailor evaluations to provide

calculation, the NRV also reflects the currentappropriate information for different types of

owner’s costs to complete the project and tdransactions, the content and form of evaluations

hold and dispose of the property. For this reasomyill vary for different transactions. The docu-

the NRV will generally be less than the marketmentation for evaluations should fully support

value. the estimate of value and include sufficient
information to understand the analysis and
assumptions. There is no requirement that the

EVALUATION REQUIREMENTS evaluation be based on a particular form or
valuation approach, but the analysis should be

The Board’s appraisal regulation allows bank&Pplicable to the type of property and fully

to use evaluations for real estate—related finaf@XPlain the value rendered. ,

cial transactions that do not require title X| Prudent practices require that as the bank’s

appraisals for certain exempt transactionEXposure in a real estate—related financial trans-
Exempt transactions include— action increases, a more detailed evaluation

should be performed. An evaluation for a trans-

« transactions below the $250,000 threshold, action that needs a more detailed analysis should
« transactions qualifying for the exemption forfully describe the property and discuss its use,

the business loans of $1 million or less wheregspecially for nonresidential property.

income from real estate is not the primary An evaluation for a transaction that requires

source of repayment, and a less-detailed analysis may be based upon
« subsequent transactions resulting from ainformation such as comparable property sales

existing extension of credit (for example,information from sales data services (for

renewals and refinancings). example, the multiple listing service) or current

tax-assessed value in appropriate situatfons.

An evaluation should provide a general estiAn evaluation may also be based on the bank’s
mate of the value of the real estate and need netvn real estate loan portfolio experience and
meet the detailed requirements of a title Xlvalue estimates prepared for recent loans on
appraisaf. An evaluation must provide appro- comparable properties where appraisals meeting
priate information to enable the bank to makehe requirements of the regulation were
a prudent decision regarding the transactiorpbtained. Regardless of the method, the bank
Moreover, a bank is not precluded from obtainmust document its analysis and findings in the
ing an appraisal that conforms to the regulatiofoan file.
for any exempt transaction. An evaluation must be in writing, signed,
dated, and include the preparer's name and
address. The evaluation should include a presen-
ation of the calculations, supporting assump-
jons for the estimate of value, and, if utilized, a
discussion of comparable property sales.

At a minimum, an evaluation should—

« describe the real estate collateral, including it
condition and current use,

3. FASB Statement of Standards No. 67, “Accounting for 5. Because assessed values for tax purposes may be a
Costs and Initial Rental Operations of Real Estate Projects3pecified fraction of market value as determined by the tax
appendix A. assessor, tax-assessed values should be adjusted to a market-

4. An appraisal means the kind of specialized opinion as twalue equivalent. In cases where the assessed value does not
the value of real estate, containing certain formal elementlave a reliable correlation to current value, the use of assessed
recognized by appraisal industry practices and standards. value would be inappropriate as the basis for an evaluation.

November 1994 Commercial Bank Examination Manual
Page 8



Real Estate Appraisals and Evaluations 4140.

USEFUL LIFE OF APPRAISALS The decision to reappraise or reevaluate th
OR EVALUATIONS real estate collateral for a subsequent transactic
should be guided by the appraisal exemption fo

Since a bank may wish to use an existingenewals, refinancings, and other subseque
appraisal or evaluation for a subsequent loan dfansactions. Loan workouts, debt restructur
investment, the bank’s appraisal and evaluatiofgs, loan assumptions, and similar transaction
program should include criteria to determine thdnvolving the addition or substitution of borrow-
validity of an existing appraisal or evaluation.ers may qualify for the exemption for renewals,
When deciding if an appraisal or evaluation mayefinancings, and other subsequent transactior
be used for a subsequent transaction, a baise of this exemption depends upon the cond
should determine if there has been any materidion and quality of the loan, the soundness of thy
change to the underlying assumptions that wouldnderlying collateral, and the validity of the
affect the original estimate of value. existing appraisal or evaluation.

The useful life of an appraisal or evaluation A bank may renew or refinance a loan base
will vary depending upon the circumstance$n a valid appraisal or evaluation if the plannec
affecting the property and the marketplacefuture use of the property is consistent with the
Examples of factors that could cause materigise identified in the appraisal or evaluation
changes to reported values include the passaf@wever, if the property has reportedly appre:
of time; the volatility of the local market; the Ciated because of a planned change in use, su
availability of financing; the inventory of com- as rezoning, an appraisal would be required fo
peting properties; new improvements to, or lacla federally related transaction unless anothe
of maintenance of, the subject or competinggxemption applied, such as the amount finance
surrounding properties; change in zoning; ofs below the appraisal threshold.
environmental contamination. While the Board’s appraisal regulation gen-

The bank should document its informationerally allows appropriate evaluations of real
sources and analyses used to determine if #state collateral in lieu of an appraisal for loar
existing appraisal or evaluation remains validenewals and refinancings, in certain situation

and if the bank will be using the appraisal oran appraisal is required. If new funds are
evaluation in a subsequent transaction. advanced over reasonable closing costs, a bal

would be expected to obtain a new appraisal fo
the renewal of an existing transaction wher

REAPPRAISALS OR there is a material change in market condition:
REEVALUATIONS that threatens the bank’s real estate collater:
protection.

Real estate formerly pledged as collateral t0 For loan workouts involving the modification
secure an extension of credit that has beegf the terms and conditions of an existing
acquired by a bank through foreclosure proceegxtension of credit, including the acceptance o
ings, or that has been deeded to the bank in liegew or additional real estate collateral, tha
of foreclosure proceedings, qualifies for theacilitates the orderly collection of the credit or
appraisal exemption for existing extensions ofeduces the bank’s risk of loss, a reappraisal
credit. In these circumstances, although a banfeevaluation may be prudent, even if it is
is not required to obtain an appraisal, it iSobtained after the modification occurs. In a
required to obtain an evaluation, generallfroubled-loan situation, a reappraisal would no
before entering into the transaction. In the interpe required when a bank advances funds t
est of protecting the value of its collateral,protect its interest in a property, such as to repa
however, a bank may initiate foreclosure actiorjamaged property, because these funds shot
and obtain the evaluation in a reasonable perioge used to restore the damaged property to i
of time after taking title to the property. original condition.

The bank should develop criteria for obtain-
ing reappraisals or reevaluations as part of a
program of prudent portfolio review and moni- QUALIFICATIONS CRITERIA FOR
toring techniques—even when additional financAPPRAISERS AND INDIVIDUALS
ing is not being contemplated. Examples of sutlPERFORMING EVALUATIONS
types of situations include large credit exposures
and out-of-area loans. The accuracy of an appraisal or evaluatior
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depends on the competence and integrity of thetherwise, in the property. In certain instances
individual performing the appraisal or evalua-involving small banks, officers and directors
tion, as well as the individual's expertise atwho perform appraisals must take appropriate
developing and interpreting pertinent data fosteps to ensure independence from the transac-
the subject property. The individual should haveion under consideration.
adequate training, experience, and knowledge of In selecting an appraiser for an appraisal
the local real estate market to make soundssignment, a bank is expected to consider
judgments about the value of a particular propwhether the individual holds the proper state
erty. The level of training, experience, andcertification or license and has the appropriate
knowledge should be commensurate with thexperience and educational background to com-
type and complexity of the property to beplete the assignment. Financial institutions may
valued. Additionally, the individual should be not exclude a qualified appraiser from consider-
independent of the credit decision, have nation for an appraisal assignment solely because
interest in the property being valued, and havéhe appraiser lacks membership in a particular
no affiliations or associations with the potentialappraisal organization or does not hold a par-
borrower. Absent absolute lines of indepenticular designation from an appraisal associa-
dence, a bank must be able to demonstrate thibn, organization, or society.
it has prudent safeguards in place to isolate In that regard, banks are expected to treat all
its collateral-evaluation process from influenceppraisers fairly and equitably in determining
or interference from the loan-productionwhether the institution will use the services of a
process. particular appraiser. Generally, banks have
established procedures for selecting appraisers
and maintaining an approved appraiser list. The
practice of preapproving appraisers for ongoing
appraisal work and maintaining an approved
appraiser list is acceptable so long as all apprais-
iErs are required to follow the same approve_ll
federally related transactions: state-certifief' 0°€SS: However, a bank that requires apprais-
ers who are not members of a particular appraisal

appraiser and state-licensed appraiser. For A .
certified appraiser, title XI contemplated thatgrganlzatlon to formally apply, pay an applica

the states would adopt similar standards fo on fee, and submit samples of previous

certification based on the qualification criteriaapp'r"’"s"'jll reports for review—but does not have

of the Appraiser Qualifications Board of '[heIdentlcal requirements for appraisers Who are
Appraisal Foundation. These standards set formen?g’egs of ceréaln aﬁpralsal oggan_lza_\tlons—
minimum educational, testing, experience, an olu D& viewed as having a Iscriminatory
continuing education requirements. For a licensetf® ection process.
appraiser, the states have some latitude in estab-
lishing qualification standards provided that the . -
criteria are adequate to protect federal financidh\ppraisals Performed by Certified or
and public policy interest. Licensed Appraisers

The Appraisal Subcommittee of the FFIEC is
responsible for monitoring the states for comA bank is required to use a certified appraiser
pliance with title XI. The Board also has thefor—
authority to impose additional certification and
licensing requirements to those standards adoptedall federally related transactions over
by a given state. $1 million,

» nonresidential federally related transactions
more than $250,000, and

. . » complex residential federally related transac-
Selection of an Appraiser tions more than $250,000.

Appraiser Qualifications

Under title XI of FIRREA, two classifications
of appraisers were identified to be used

An independent appraisal is one in which the

appraiser is not participating in the administra- 6. Complex one- to four-family residential property

tion of _the credit or in the apprOV_aI Of_the appraisal means one in which the property to be appraised, the
transaction and has no interest, financial oform of ownership, or market conditions are atypical.
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Real Estate Appraisals and Evaluations 4140.

A bank may use either a state-certified or &he recognition of a transitional license was
state-licensed appraiser for— believed to be necessary to ease the initic
problems and inefficiencies resulting from the
. noncomplex residential federally related transestablishment of a new regu|at0ry program
actions that are under $1 million. The Appraisal Subcommittee has advised th
states that the use of the transitional licens
should be phased out over time once the
Other Appraiser Designations appraiser regulatory program is fully estab:
lished. As a result, the use of transitional licenst
Some states have adopted other appraiser dé$id the applicable timeframe will vary from
ignations that may cause confusion abougtate to state.
whether a particular appraiser holds the appro-
priate designation for a given appraisal assign-Q
ment. Additionally, some states use designaM
tions such as “certified residential” appraiser

and “certified general” appraiser, which leads to

further confusion. Other states have no Specgvaluatlons may be performed by a competer

o . . . person who has experience in real estate—relat
I:ﬁg JI$§2%Zg§:||9n§§§:é tz)ur: l:sg gg:g;%scgractivities, which includes but is not limited to

; . . appraisals, real estate lending experience, re
licensing. For this reason, the bank needs Qqiae consulting, and real estate sales. A ba

understand the qual_ifications criteria set forthmay also augment in-house expertise by hirin

by the state appraiser regulatory body an@p “oytside consultant familiar with a certain

whether these standards are the equivalent faarket or a particular type of real estate. The

the federal designations as accepted by thgank’s evaluation procedures should have esta

Appraisal Subcommittee. lished standards for selecting qualified individu-
Currently, the Appraisal Subcommittee hasals to perform evaluations and confirming thei

recognized four state appraiser designationsjualifications and independence to perform a

certified general, certified residential, licensedgvaluation for a particular transaction. An indi-

and transitional licensed. For the certified resividual performing an evaluation need not be

dential appraiser, the minimum qualificationlicensed or certified. However, if a bank desires

standards are those established by the Appraiséimay use state-licensed or -certified appraiser

Qualifications Board for “certified residential {0 Prepare evaluations.

real estate appraiser.” Under the Board’s regu-

lation, a certified residential appraiser would be

permitted to appraise real estate in connectiobBUPERVISORY POLICY

with a federally related transaction designated

for a “certified” appraiser so long as the indi- A bank’s appraisal and evaluation policies anc

vidual is competent for the particular appraisaProcedures are reviewed as part of the examin:

assignment. tion (?f, an |ns'g|tu.t|0n‘s overall rgal estate—relatec
The Appraisal Subcommittee and the Boardpctivities. This includes a review of the proce-

S ures for selecting an individual for a particular
have also expressed their willingness to recogg . . . .
. Xp ; 'ng ppraisal or evaluation assignment and confirn
nize a transitional license, which would allow a.

tate o i i ) . 'di g that the individual is qualified, independent,
state {o 1ssue a license 1o an appraiser provic d, if applicable, licensed/certified to undertak
that the individual has passed an examinatiofhe assignment. If an institution maintains a lis

and has satisfied either the education or expegs qualified real estate appraisers acceptable f
ience requirement. A transitional-licensedhe pank’s use, the examiner should ascertai
appraiser is permitted to appraise real estaighether the board of directors or senior man
collateral in connection with a federally relatedagement has reviewed and approved the list.

transaction as if licensed. The transitional- |f a bank is in troubled condition that is
licensed appraiser is expected to complete th&tributable to underwriting problems in its real
missing education or experience requiremerdgstate loan portfolio, the Board may require the
within a set timeframe or the license expiresbank to obtain appraisals for alewreal estate—

ualifications of Individuals Who
ay Perform Evaluations
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4140.1 Real Estate Appraisals and Evaluations

related financial transactions below the threstdards, even if the loan is secured by real
old that are not subject to another exemptiorproperty whose value is supported by an
The Reserve Bank will determine if a particularappraisal or evaluation. (Further discussion on
bank will have to obtain appraisals below thehe examiner's assessment of value for loan
threshold. classification is in the manual sections 2060 and
When analyzing individual credits, examiners2090, “Classification of Credits” and “Real
look at appraisals or evaluations to determine iEstate Loans.”)
the methods, assumptions, findings, and conclu- Significant failures to meet standards and
sions are reasonable and in compliance with therocedures as outlined above will be criticized
Board’s rule, policies, and supervisory guide-and corrective action will be required. Further-
lines. Examiners should not challenge the undemore, inadequate appraisal and evaluation pro-
lying assumptions, including discount rates andedures may be considered an unsafe and
capitalization rates used in appraisals, that diffeunsound banking practice if the failure to accu-
only in a limited way from norms that would rately reflect the value of assets on a timely basis
generally be associated with the property undemisrepresents the bank’s financial condition. In
review. Additionally, an examiner is not boundthis situation, formal corrective measures will
to accept the results of the appraisal or evalude pursued as appropriate.
tion, regardless of whether a new appraisal or The appraisal regulation and guidelines require
evaluation was requested during the examinahat banks use the services of qualified, indepen-
tion. If an examiner concludes that an appraisalent certified or licensed appraisers to perform
or evaluation is deficient for any reason, that facappraisals. Furthermore, a bank that knowingly
will be taken into account in reaching a judg-uses the services of an individual to perform an
ment on the quality of the credit. appraisal in connection with a federally related
When the examiner can establish that thé&ransaction who is not properly certified or
underlying facts or assumptions are inapprolicensed is in violation of section 1120(a)(1) of
priate and can support alternative assumptionsitle XI of FIRREA. Any action of a state-
the examiner may adjust the estimated value afertified or -licensed appraiser that is contrary to
the property for credit-analysis purposes. It ighe purpose of title XI should be reported by the
important to emphasize that an examiner’s overexaminer to the Federal Reserve Bank for refer-
all analysis and classification of a credit may beal to the appropriate state appraiser regulatory
based upon other credit or underwriting stanagency for investigation.

November 1995 Commercial Bank Examination Manual
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Real Estate Appraisals and Evaluations

Examination Objectives
Effective date November 1995

Section 4140.2

. To determine whether policies, practices,
procedures and internal controls regarding
real estate appraisals and evaluations fds.
real estate—related financial transactions are
adequate.

. To determine whether bank officers and em-
ployees are operating in conformance with
the board of director’'s appraisal policies. 6.
. To determine that appraisals performed in
connection with federally related transac-
tions comply with the minimum standards of
the Board'’s regulation and the Uniform Stan-
dards of Professional Appraisal Practice.

. To determine that appraisers used in connec-

tion with federally related transactions are
certified or licensed as appropriate.

To determine that appraisers are compete
to render appraisals in federally related trans
actions, and are independent of the specifi
transaction, or other lending, investment, o
collection functions as appropriate.

To initiate corrective action when policies,
practices, procedures or internal controls ar
deficient, or when violations of laws or
regulations or noncompliance with provi-
sions of supervisory guidelines have beel
noted.

Commercial Bank Examination Manual
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Real Estate Appraisals and Evaluations

Examination Procedures
Effective date September 1992

Section 4140.3

1. Based upon the evaluation of internal controls
and the work performed by internal/external
auditors, determine the scope of the
examination.

2. Test for compliance with policies, practices,
procedures, and internal controls in conjunc-
tion with performing the remaining examina-
tion procedures. Also, obtain a listing of any
deficiencies noted in the latest review per-
formed by internal/external auditors and
determine if appropriate corrections have
been made.

a. Provide copies of the bank’s appraisal and.
evaluation policies and procedures to
examiners assigned to functional areas
where real estate—related transactions may
require the services of an appraiser or
evaluator.

b. When individual real estate—related trans-
actions such as loan or OREO transactions
are examined, appraisals and evaluations
should be reviewed for compliance with
the Board’s appraisal regulation, the inter-
agency appraisal guidelines, and the bank’s
appraisal and evaluation programs.

c. When real estate—related transactions are
examined on a portfolio basis, the appraisal
and evaluation processes for the specific
activity should be examined. Examiners
should determine whether these processes

evaluations conform to the Board’s guid-
ance on evaluations?

Do these programs reflect appropriately
the bank’s size, location, and the nature
and complexity of the bank’s real estate-
related activities?

. Do these policies and procedures requir

that appraisals and evaluations be written

. Does the board or senior managemer

review annually its appraisal and evalua-
tion related policies and procedures, anc
record such review in its minutes?

Evaluate the bank with respect to:

a.

b.

ensure that appraisals and evaluations f,

comply with the Board’s appraisal regu-
lation, the interagency appraisal guide-
lines, and the bank’s appraisal and evalu-
ation programs.
3. Regarding appraisal and evaluation
programs:

a. Has the board of directors adopted poli-
cies and procedures that establish ap-
praisal and evaluation programs?

b. Do these programs include appraisal and
evaluation critique procedures?

c. Do the appraisal and evaluation programs
establish the manner in which the institu-
tion selects, evaluates, and monitors indi-
viduals who perform or critique real estate
appraisals or evaluations?

d. Does the appraisal program ensure that
appraisals conform to the Board's ap-
praisal regulation?

e. Does the evaluation program ensure that

The adequacy of written appraisal anc
evaluation programs.

The manner in which bank officers are
operating in conformance with establishec
policy.

. Internal control deficiencies or exceptions
. The integrity of the appraisal and evalua-

tion process, including appraisal and eval-
uation compliance procedures.

. The integrity of individual appraisals and

evaluations regarding the adequacy, rec
sonableness, and appropriateness of tt
methods, assumptions, and technique
used, and their compliance with the
Board's appraisal regulation and inter-
agency real estate appraisal and evalus
tion guidelines.

The eligibility of the bank to assign a
50 percent risk weight to certain one- to
four-family residential mortgage loans for
risk-based capital purposes. See the se
tion on Assessment of Capital Adequacy.

. Recommended corrective action wher

policies, practices, or procedures are
deficient.

. The degree of violations, if any, of the

Board’s appraisal regulation, and extent
of noncompliance with the interagency
appraisal guidelines, if noted.

Other matters of significance:

» misrepresentation of data such as the
omission of information on favorable
financing, seller concessions, sales his
tory, feasibility, zoning, easements, or
deed restrictions.

inadequate techniques of analysis, i.e.
failure to use cost, comparable sales, o
income approach in the appraisal wher

Commercial Bank Examination Manual
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4140.3 Real Estate Appraisals and Evaluations: Examination Procedures

the approach is appropriate for the type « overly optimistic assumptions such as a
of property. high absorption rate in an overbuilt
» use of dissimilar comparables in the market.
comparable sales approach to valuation, « demographic factors such as existing
e.g., age, size, quality or location of housing inventory, projected comple-
comparable is significantly different tions, and expected market share are
from subject property making reconcil- not reconciled to the value rendered,
iation of value difficult. but are only discussed as background
* underestimation of factors such as information.

construction cost, construction period,5. Report any instances of questionable conduct

lease-up period, and rent concessions. by appraisers along with supporting docu-
» use of best case assumptions for the mentation to the Reserve Bank for possible

income approach to valuation without referral to the appropriate state appraisal

performing a sensitivity analysis on the authorities.

factors which would identify the lend- 6. Update workpapers with any information

er's downside risk. that will facilitate future examinations.
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Real Estate Appraisals and Evaluations

Internal Control Questionnaire
Effective date September 1992

Section 4140.4

Review the bank’s internal controls, policies,_APPRAlSAl_S

practices and procedures for real estate apprais-
als and evaluations. The bank’s system should<3,
be documented in a complete and concise man«4,
ner and should include, where appropriate, nar-
rative descriptions, flowcharts, copies of forms
used and other pertinent information. Items
marked with an asterisk require substantiation
by observation or testing.

POLICIES

1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ-
ten appraisal and evaluation policies that
define:

a. Bank management’s responsibility for
selecting, evaluating and monitoring
the individual who is performing the
appraisal or evaluation?

b. Basis for selecting staff appraisers and
engaging fee appraisers for a particular

appraisal assignment, ensuring that the*5.

individual is independent of the trans-

action, possesses the requisite exper-
tise, and holds the proper state certifi-
cation or license if applicable?

c. Procedures for when to obtain apprais- *6.

als and evaluations?

d. Procedures for when to obtain a reap-
praisal or reevaluation, including fre-
quency and scope?

e. Appraisal and evaluation compliance
procedures to determine that appraisals
and evaluations comply with the Board'’s
regulations, policies, and guidelines?

f. Appraisal and evaluation review proce-
dures to ensure that the bank’s apprais-
als and evaluations are consistent
with the standards of Uniform Stan-
dards of Professional Appraisal Prac-
tice (USPAP) and the Board’'s regula-

*

Are appraisals in writing, dated and signed-
Does the appraisal meet the minimum
standards of the Board’s regulation anc
the Uniform Standards of Professional
Appraisal Practice, including:

. Purpose?

. Market value?

. Effective date?

. Marketing period?

. Sales history of subject property?
Reflect the valuation using the
cost, income, and comparable sale:
approaches?

g. Evaluate and correlate the three ap
proaches into a final value estimate
based on the appraiser’s judgment?

h. Explain why an approach is inappropri-
ate and not used in the appraisal?

i. Fully support the assumptions and the
value rendered through adequate
documentation?

Are appraisals received prior to the bank
making its final credit or other credit
decision (e.g., is the date the loan commit:
tee approved the credit later than the dat
of the appraisal)?
If the bank is depending upon an appraisa
obtained for another federally regulated
financial institution as support for its trans-
action, does the bank have appraisal revie\
procedures to ensure that the apprais:
meets the standards of the appraisal regt
lation? These types of transactions woulc
include loan participations and mortgage-
backed securities.

ST DO OO0 TR

7. If an appraisal for one transaction is usec

for a subsequent transaction, does the bar
sufficiently document its determination that
the appraisal is still valid?

tion and guidelines? APPRAISERS

2. Does the board of directors on an annual

basis review its appraisal, evaluation, and 8.

review policies and procedures to ensure
that the appraisal and evaluation policies
and procedures meet the needs of the

bank’s real estate lending activity? 9.

Are appraisers fairly considered for assign
ments regardless of their membershig
or lack of membership in a particular
appraisal organization?

Do appraisers have requisite knowledg

Commercial Bank Examination Manual
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4140.4

Real Estate Appraisals and Evaluations: Internal Control Questionnaire

10.

11.

12.

13.

14.

15.

16.

and experience to complete the appraisgE VALUATIONS

prior to taking the assignment?

Do appraisers that discover deficiencies in17. Are individuals performing evaluations

their expertise prior to taking the assign-

ment, or while performing the appraisal: *18.

a. Disclose their lack of knowledge and/or

experience to the client prior to accept-*19.

ing the assignment, or at the point
that the deficiencies became readily
apparent?

b. Describe in the appraisal their lack of*20.

knowledge and/or experience and the
steps taken to competently complete the
assignment?
Are appraisers independent of the
transaction?
a. Are staff appraisers independent of the

lending, investment, and collection*22.

functions, and not involved, except as
an appraiser, in the federally related
transaction, and have no direct or indi-
rect interest, financial or otherwise, in
the property?

b. Are fee appraisers engaged directly by
the bank or its agent, and have no direct
or indirect interest, financial or other-
wise, in the property or transaction?

If staff appraisers are used, does the bal
periodically have test appraisals made
by independent appraisers to check the

bank’s knowledge of trends, values, and 24

markets?

If fee appraisers are used by the bank, does

the bank investigate their qualifications
and reputations?

*21.

independent of the transaction?

Are evaluations required to be in writing,
dated, and signed?

Does the bank require sufficient informa-
tion and documentation to support the
estimate of value and the evaluator’s anal-
ysis?

If an evaluation obtained for one transac-
tion is used for a subsequent transaction,
does the bank sufficiently document its
determination that the evaluation is still
valid?

Are evaluations received prior to the bank
entering into a binding commitment?

If the bank is depending upon an evalua-
tion obtained for another federally regu-
lated financial institution as support for its
transaction, does the bank have evaluation
review procedures to ensure that the eval-
uation meets the Board’s regulation and
guidance?

EVALUATORS
n

23. Are individuals who perform evaluations

competent to complete the assignment?
Are evaluations prepared by individuals
who are independent of the transaction?

Is the status of an appraiser’s state certifREAPPRAISALS AND
cation or license verified with the stateREEVALUATIONS

appraiser regulatory authority to ensure
that the appraiser is in good standing?

Are fee appraisers paid the same fee

whether or not the loan is granted?

If the transaction is outside the local geo-
graphic market of the bank, does the bank
engage an appraiser with knowledge of the
market where the real estate collateral is
located?

25. Does the bank follow a formal reappraisal

and reevaluation program?

26. Does the bank sufficiently document and

follow its criteria for obtaining reapprais-
als or reevaluations?

March 1994
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Review of Regulatory Reports _
Effective date May 1996 Section 4150.1

INTRODUCTION institution may be called on to provide proof
of timely mailing if the report has been
The Federal Reserve System relies on the timely received after the submission deadline.
and accurate filing of regulatory reports by The completed original report is put into an
domestic and foreign financial institutions. Data overnight delivery system on the day before
collected from regulatory reports facilitate early the submission deadline. An institution may
identification of problem situations that can be called on to provide proof of timely entry if
threaten the safety and soundness of reportingthe report has been received after the submi
institutions; ensure timely implementation of the sion deadline.
prompt-corrective-action provisions required by For electronic filers, the report is received by
banking legislation; and serve other legitimate the Reserve Bank by the end of the reportin
supervisory purposes. Certain regulatory report day on the submission deadline, or, for Con:
information is used for public disclosure so solidated Reports of Condition and Income,
investors, depositors, and creditors can better the report is received by the electronic collec:
assess the financial condition of the reporting tion agent by the submission deadline.
banks. Information primarily from the Consoli-
dated Reports of Condition and Income (call The filing of a false report generally involves
report) is used to prepare the Uniform Bankhe submission of mathematically incorrect data
Performance Report (UBPR), which employssuch as addition errors or transpositions, or th
ratio analysis to detect unusual or significansubmission of a regulatory report without appro-
changes in a bank’s financial condition as of thgriate schedules. Conversely, the filing of &
reporting dates. The UBPR is also used to deteatisleading report involves some degree of neg
changing patterns of behavior in the entirdigent behavior on the part of the filer that results
banking system; consequently, any inaccuratié the submission of inaccurate information to
data in the regulatory reports may result in ratioghe Federal Reserve.
that conceal deteriorating trends in the bank The Federal Reserve System has a Regulato
and/or the industry. Reports Monitoring Program (program) to iden-
The Financial Institutions Reform, Recoverytify those banking institutions it supervises—
and Enforcement Act of 1989 (FIRREA) and theincluding state member banks, bank holding
Federal Deposit Insurance Corporation Improvecompanies, Edge Act and agreement corpor:
ment Act of 1991 (FDICIA) amended varioustions, and the branches and agencies of foreig
banking statutes to enhance the Federal Reservédanks—that file late and false reports. Eacl
authority to assess civil money penalties again®teserve Bank identifies and maintains record
state member banks, bank holding companiesf late and false reporters; however, Reserv
and foreign institutions that file “late,” “false,” Banks are no longer required to submit monthly
or “misleading” regulatory reports. The civil exception reports to the Board.
money penalties can also be assessed againstenerally, all regulatory reports of financial
individuals who cause or participate in suchcondition and income that are required by stat
filings. ute and regulation to be filed with the Federa
The Federal Reserve has identified a latReserve by domestic and foreign banking orga
regulatory report as an official copy of a reportizations are subject to the program. Howevel
that is not received by the Reserve Bank or itseports filed in connection with supervisory
designated electronic collection agent in a timelyactions, applications for mergers and acquisi
manner. The filing of an institution’s completedtions, and the Confidential Report of Operation:
original report is timely in the following cases: (FR 2068) filed by foreign banking organiza-
tions, as well as Federal Reserve monetar
» The report is received by the end of theaggregate reports, are not subject to the prograr
reporting day on the submission deadline. To promote consistent treatment under the
» The report is mailed first class and postmarke@rogram, the Reserve Banks may not grant grac
no later than the third calendar day precedingeriods or extensions of the submission dates ¢
the submission deadline, regardless of wheregulatory reports of more than five calenda
the report is received by the Federal Reservdays without first consulting the Board. No
District. In the absence of a postmark, arextensions of due dates greater than five calel
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4150.1 Review of Regulatory Reports

dar days will be allowed, unless there arealso facilitates accurate reporting and verifica-
exigent circumstances. In addition, the progrartion. Ideally, as part of an effective internal
requires Board staff responsible for enforcementontrol program, bank management should
actions to consult with Reserve Bank staff tamplement a procedure to verify the compilation
ensure that chronic late and false reporters af the data. At a minimum, an independent
subject to appropriate follow-up supervisoryperson or department should verify the data that
actions. have been compiled for inclusion in the report.

The program is not designed to automatically A bank’s internal control and audit programs
assess civil money penalties or initiate any othefior regulatory reports should be sufficient to
type of enforcement action against bankingnsure that all required reports are submitted on
institutions that the Federal Reserve superviseime and are accurate. The specific internal
However, Reserve Banks should continue teontrols employed by a bank to meet those
determine, on a case-by-case basis, when abjectives depend largely on the volume of
banking institution has become a chronic late oreports, the scope of a bank’s operations, and the
false reporter and what supervisory action it willcomplexity of its accounting system.
recommend against such a reporter.

COMMONLY REQUIRED

REVIEW AND REFILING OF REGULATORY REPORTS

REGULATORY REPORTS This section describes the regulatory reports

most commonly required either to be submitted
y the member bank to the Federal Reserve

bank has submitted all required reports to th&@nk or the Board, or to be maintained by the
Federal Reserve in a timely and accurate maimember bank for review during an examination.
ner. The examiner assigned to a specific area of
examination is responsible for reviewing those
reports relating to that area and for verifying thaConsolidated Reports of Condition
the reports are accurate and meet statutory agghd Income
regulatory requirements. If the examiner finds a
material difference in the reports, managementnder 12 USC 324 and the Board’s Regulation
should be instructed to refile corrected copies, ifl, all state member banks are required to file
appropriate. Consolidated Reports of Condition and Income
Examiners should discuss on the “Examina{call report) as of the last day of each calendar
tion Conclusions and Comments” and “Mattersquarter. The specific reporting requirements,
Requiring Board Attention” pages of the exami-including the form to be used, depend on the
nation report material errors or the filing ofasset size of the bank and whether it has a
chronically late reports. They also should disforeign office. Details of the appropriate report-
cuss with Reserve Bank staff any regulatoryng guidelines, along with the specific report
report filing that is considered misleading; suctorm to be filed, are found in the “Instructions
a report could lead to the issuance of criminafor Preparation of Reports of Condition and
referrals against the involved individuals. Inlncome.”
addition, management should be reminded that The bank should submit completed call reports
civil money penalties or other enforcement proto the appropriate supervisory agencies no more
ceedings could occur as a result of chronicallghan 30 calendar days after the report date. Any
late or false regulatory report filers. bank with more than one foreign office, other
Banks should maintain effective manual orthan a shell branch or international banking
automated internal systems and procedures facility, may request from its supervisory agency
ensure that reporting meets the appropriate rega-15-day extension of the submission deadline.
latory requirements. They should develop cleaiState member banks are no longer required to
concise, and orderly workpapers to support thpublish their Report of Condition, according to
compilation of data. Preparation of proper work-section 308 of the Riegle Community Develop-
papers provides not only a logical tie betweement and Regulatory Improvement Act of 1994
report data and the bank’s financial records, buand the subsequent revisions to section 208.10

“Review of regulatory reports” involves deter-
mining whether the management of the memb
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Review of Regulatory Reports 4150.1

of Regulation H. However, a state member banke used for reporting those transactions. Thes
may still be required to publish its Report ofreports will facilitate the review of insider trans-
Condition under state law. In addition, stateactions by examiners, directors, senior manage
member banks continue to be required, undenent, auditors, and attorneys.
section 208.17 of the Board’s Regulation H, to
advise its shareholders, customers, and the gen-
eral public of the availability of year-end call
reports and other financial information. ThereREPORTS REQUIRED BY THE
are no federal publication requirements for statlONETARY CONTROL ACT
member or nonmember banks’ Report of IncomeQF 1980
The Report of Condition provides consoli-
dated, detailed financial information on assetsThe Federal Reserve has established a baxs
liabilities, capital, and off-balance-sheet activity,deposits-reporting framework for administering
which permits a uniform analysis and compariRegulation D, Reserve Requirements of Depos
son of the reporting bank’s data to that of othetory Institutions, and for constructing, analyz-
insured banks. The report also aggregates ceang, and controlling the monetary and reserve:
tain figures on loans to executive officers, direcaggregates. The framework consists of five
tors, principal shareholders, and their relatedeporting categories, which are defined by twc
interests. The Report of Income provides informeasures:
mation on consolidated earnings, changes in
capital accounts and the allowance for loan anel the reserve requirement “exemption amount,”
lease losses, and charge-offs and recoveries. which is the amount of total reservable liabili-
The examiner should carefully review both ties at each depository institution that is sub.
reports to ensure that all pertinent data have ject to a O percent reserve requirement, and
been reported and are properly categorized in two separate “deposit cutoffs” applicable
accordance with the instruction manual. To to nonexempt and exempt institutions,
understand a particular bank’s call report, the respectively.
examiner must understand the bank’s account-
ing methods as well as the information locatedoth measures are indexed annually; refer t
in, and the relationships between, the bank’®egulation D for the appropriate exemption anc
general books and subsidiary ledgers. This ureutoff amounts.
derstanding can be obtained only by a careful The exemption amount and the deposit cutof
review of the workpapers used in the preparafor any one calendar year are used by th
tion of these reports and their supplementarfederal Reserve to determine deposit-reportin
schedules. panels for September of that year to Septemb
of the following year. (Annual panel determina-
tions are discussed in the subsection below.) A

Reports of Indebtedness to deposit reports are mandatory.

Correspondent Banks

Section 215.22 of the Board’s Regulation OReporting Categories
requires principal shareholders and executive
officers of member banks and such personsh general, the larger the institution, the more
“related interests” to make a written report by detailed or frequent its reporting requirements
January 31 to the board of directors of their bankubject to exceptions discussed later in thi
if they have outstanding an extension of credisection. The first two reporting categories requir
from a correspondent bank of their own bankjetailed reporting and apply to nonexempt insti
during the preceding year. tutions, that is, those institutions whose tota
A correspondent bank is defined as a bankeservable liabilities are greater than the reserv
that maintains one or more correspondentequirement exemption amount. The last thre
accounts for a member bank during the calendarategories are characterized as “reduced repot
year that, when aggregated, exceed certaing” and apply to exempt institutions, or those
amounts specified in the regulation. Form FFIEGnstitutions whose total reservable liabilities are
004, or a substitute acceptable to the bank, is tess than or equal to the exemption amount ant
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4150.1 Review of Regulatory Reports

therefore, are fully exempt from reserve requirehave, must file the FR 2900 or FR 2951
ments. The filing-requirement frequency of thgEurocurrency report) weekly.
five reporting categories is as follows:

* Nonexempt institutions with total deposits A
greater than or equal to the deposit cutoff for
nonexempt institutions file the FR 2900 . . .

: Regulation D allows only a single exemption
(ReportofTransactlon Accounts, Other Deposén(? a single Iow-reservey trancr?e for all Féom-
its and Vault Cash) v_veekly. _The report COVETY)ined offices of the same parent depository
'Ia'uz(;\ézg-gﬁg(;ﬁgi?wrg“gg tﬁgr]!gﬁovsﬁ%r;\;‘gnngdsgﬂnstitution. For the calculation of required

« Nonexempt institutions with total depositsreserves’ any FR 2900 respondent, whether

less than the deposit cutoff for nonexemp eekly or quarterly, that files separate reports

institutions file the FR 2900 quarterly, in for individual offices (or groups of offices) also

is required to file at least annually a report that
March, June, September, and December. Eag, llocates the exemption and the low-reserve

quarterly report covers a seven-day reporting_ <~ among those offices (FR 2930 or

period starting on the third Tuesday of theFR 2930a). (Currentl e

; ; . ) . y, only about 200 institu-
given month and enqlng th_e fOHO\.N'ng Mon tions file the allocation report, mostly Edge and
day. All nonexempt institutions with foreign agreement corporations, U.S. branches and agen-

branches or that obtain funds from foreign _: . ;
sources file the FR 2950 or FR 2951 (Reporg'r?dS I?);frloriﬁls%irt]utt)izrr]wl;s)l and a handful of savings

of Certain Eurocurrency Transactions) with

the same frequency as the FR 2900, which is

based on their deposit cutoff.

Exempt institutions with total deposits greatetAnnual Panel Determinations

than or equal to the deposit cutoff for exempt

institutions file the less detailed FR 2910geach year the Federal Reserve reviews the

(Quarterly Report of Selected Deposits, Vaulinstitutions in the five reporting categories, and

Cash and Reservable Liabilities). Thereassignments of institutions (“panel shifts”), as

FR 2910q is filed quarterly, in March, June,necessary, occur each September. The panel

September, and December for the seven-dashifts reflect movements in each individual

period that begins on the third Tuesday of thelepository institution’s total deposits or total

given month and ends the following Monday.reservable liabilities across the prevailing bound-

« Exempt institutions with total deposits greatefaries (the exemption amount and the deposit
than or equal to the exemption amount but lessutoff) that separate the reporting categories.
than the deposit cutoff for exempt institutionsDocumentation is available on the Federal
file the two-item FR 2910a (Annual Report ofReserve’s procedures (including the reports,
Total Deposits and Total Reservable Liabili-data items, and reporting periods) for measuring
ties). This report is filed as of the Monday thatan institution’s total reservable liabilities and
follows the third Tuesday each June (whichotal deposits against the prevailing cutoffs for
corresponds to the last day of the June reporthe annual panel determinations. Two special
ing week for quarterly FR 2900 and FR 2910ctypes of panel shifts are described below.
reports).

« Exempt institutions with total deposits lesse Voluntary shifts.By late summer, the Fed-
than the exemption amount are generally not eral Reserve informs each institution of its
required to submit any deposits report as long particular reporting requirement for Septem-
as their total deposits, or estimates thereof, ber of that year to September of the following
can be derived by the Federal Reserve from year. Any depository institution assigned to
other existing sources of data, such as call one particular category may elect instead to
reports. report deposits (and, if appropriate, to main-

tain reserves) in accordance with a higher-

Exceptions to the above categories: Edge Act level category. (For example, an institution
and agreement corporations and U.S. branchesassigned to the FR 2900 quarterly reporting
and agencies of foreign banks, regardless of thecategory may elect instead to report the
level of deposits or reservable liabilities they FR 2900 weekly.) However, any such volun-

llocation Report
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Review of Regulatory Reports 4150.1

tary shifts may take place only once a yeaSection 13 of the 1934 Act

during the normal September panel shifts.

Voluntary shifts to a lower-level category areForm 8-K must be filed within 15 days after the

not permitted. occurrence of the earliest of one or more spec

. o fied events that are required to be reported an

Fast-growing institutions. The Federal that affect the bank or its operations, such a

Reserve may require a depository institutiorshanges in control of registrant or in acquisition

that is experiencing above-normal growth tor disposition of significant assets. Form 10-Q i

report on a more detailed or frequent basisor quarterly and transition reports and must b

before the September panel shifts. filed within 45 days after the end of each of the
first three fiscal quarters. Form 10-K is for
annual and transition reports that must be file

REPORTS REQUIRED UNDER within 90 calendar days after the end of the

REGULATION H AND THE registrant’s fiscal year.

SECURITIES EXCHANGE ACT

OF 1934

Section 208.16(a) of Regulation H requires thatsecztlon 16 of the 1934 Act

state member banks whose securities are subjegl;m 3 s an initial statement of beneficial

to registration under sections 12(b) or 12(9) obywnership of registered companies, including
the Securities Exchange Act of 1934 (the 1934 rities of the bank. Form 4 represents .

act) to file reports with the Board that are alsqyiatement of changes of beneficial ownership ¢
filed with the Securities and Exchange Commisyegistered companies, including securities of th
sion (SEC). The specific reports required by thgank  Form 5 is an annual statement of th
Board and the SEC are found in sections 12, 1$aneficial ownership of registered companies

14(a), 14(c), 14(d), 14(f), and 16 of the 1934 actincyding the securities of the bank.
Section 208.16(b) also allows some banks with

total assets of $150 million or less to make

tain electi ding the Board’ ti
roqurements, 9 e BOAES TEPOTIY 5ST AND STOLEN SECURITIES

After confirming that a bank is a publicly REPORTING AND INQUIRY
traded company that must file reports with theREQUIREMENTS
SEC, the examiner should consult with the
bank’s management to ensure that the reportsvery national securities exchange member, reg
required by Regulation H are filed with theistered securities association member, broke
Board. Listed below are some of the commortlealer, municipal securities dealer, governmer
forms required pursuant to the 1934 act angecurities broker or dealer, registered transfe
Regulation H; however, since the list is notagent, and registered clearing agency and if
all-inclusive, the examiner should refer to theparticipants, as well as every member bank o
regulation and statute. the Federal Reserve System and every bar
whose deposits are insured by the Feder:
Deposit Insurance Corporation (reporting insti-
Section 12 of the 1934 Act tutions), must register with the Securities anc
Exchange Commission’s designee, the Secur
Form 8-A is for the registration of certain ties Information Center, Inc. (SIC). All lost,
classes of securities pursuant to sections 12(Imissing, stolen, or counterfeit securities must b
or 12(g) of the 1934 act for, among other thingsfeported to the SIC. Except in certain limited
listing on national securities exchanges. Forngircumstances, each insured bank is responsib
8-B is for the registration of securities of certainfor contacting the SIC to determine if the
successor issuers pursuant to sections 12(b) securities coming into its possession, whethe
12(g) of the 1934 act. Form 10 is the generaby pledge, transfer, or some other manner, hav
form for registration of securities pursuant tobeen previously reported as missing, lost, stolel
sections 12(b) or 12(g) of the 1934 act foror counterfeit.
classes of securities of issuers for which no All functions within a bank that handle or
other form is prescribed. process securities are subject to tle@orting

Commercial Bank Examination Manual May 1996
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4150.1 Review of Regulatory Reports

requirements. Only the transfer agent function is If securities sent by the bank, either in person
exempt from thenquiry requirements. Accord- or through a clearing agency, are lost in transit
ingly, all bank departments likely to be affected,and the certificate numbers of the securities can
including the trust, investment, transfer agenthe determined, the bank must supply the receiv-
custody, or dealer departments, and the lendinigg institution with the certificate numbers of the
operations as relating to collateral loans, shouldecurities within two business days from the
be familiar with the requirements set out indate of the request from the receiving institution.
17 CFR 240.17f-1. Securities exempt from theThe delivery of lost or missing securities to the
reporting requirements are— bank must be reported within one business day
after discovery and notification of certificate
« registered securities of the U.S. governmentumbers. Securities that are considered lost or

and federal agencies thereof, missing as a result of counts or verifications
« securities that have not been assigned CUSIRust be reported no later than 10 business days

numbers, and after discovery or as soon as certificate numbers
* bond coupons. can be ascertained.

Copies of all reports required to be filed under

Securities exempt from the inquiry requirementd.7 CFR 240.17f-1 must also be submitted to the
are— registered transfer agent for the issue being

reported and, if criminal activities are suspected,
securities received directly from the issuer oto the Federal Bureau of Investigation. Copies of
its agent at issuance, filed or received Forms X-17F-1A must be
securities received from another reportingnaintained in an easily accessible place for
institution or from a Federal Reserve Bank otthree years.
Branch,
securities received from a customer of the
reporting institution in the name of the cus- TRANSFER AGENT ACTIVITIES
tomer or nominee, and )
securities that are a part of a transaction off @ bank acts as a transfer agent for its own
$10,000 or less (aggregate face value foptock, the stock of its holding company, or any

bonds or market value for stocks). other equity security, it may have to register
with the Board of Governors as a transfer agent

pursuant to the requirements of Regulation H
.. .. (section 208.8(f)) by filing uniform interagency
Lost, Missing, Stolen, or Counterfeit Form Ta-1. A discussion of the bank’s respon-
Securities sibilities as a transfer agent, the reports and
filing requirements, and other information,
Form X-17F-1A must be filed with the SIC including examination procedures, are discussed
within one business day after the discovery of—in the Board’s Transfer Agent Examination
Manual The Board has also developed a sepa-
« atheft or loss of any security when there is aate Report of Examination of Transfer Agents.
substantial indication of criminal activity, (See “Other Types of Examinations,” sec-
« asecurity that has been lost or missing for twaion 6010.1, of this manual.)
business days, and
¢ a security that is counterfeit.

3

MUNICIPAL SECURITIES DEALER
The form must be filed within two businessACTIVITIES
days of notification of nonreceipt when delivery
of securities sent by the bank— A state member bank, subsidiary, department, or
division thereof that is a municipal securities
* is made by mail or via draft and payment isdealer must register with both the SEC and the
not received within 10 business days, an@oard as a municipal securities dealer by filing
confirmation of nondelivery has been made byrorm MSD, pursuant to SEC Rule 15Ba2-1. A

the receiving institution; and discussion of the bank’s responsibilities as a
< is in person and no receipt is maintained bynunicipal securities dealer, filing requirements,

the bank. and other information, including examination
May 1996 Commercial Bank Examination Manual
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Review of Regulatory Reports 4150.1

procedures, are discussed in the BoaMiimici- Country Exposure Report (FFIEC 009) that
pal Securities Dealer Examination Manudlhe provides public disclosure of significant country
Board has also developed a separate Report ekposures of U.S. banking institutions. Part A
Examination of Municipal Securities Dealermust be filed when exposure to a single countr,

Activities. exceeds 1 percent of the banking institution’s
total assets or 20 percent of that institution’s
GOVERNMENT SECURITIES primary capital, whichever is less. Part B pro-
vides a list of countries where exposure exceec
BROKER AND DEALER 0.75 percent of the respondent’s assets or 15 pe
ACTIVITIES cent of primary capital, whichever is less.

If a state member bank, a foreign bank, a state

branch or agency of a foreign bank, or a

commercial lending company owned or con-

trolled by a foreign bank acts as a governmentFIEC 030—Foreign Branch Report
securities broker and/or dealer, it may have t@f Condition

file notice with the Board as a government

securities broker and/or dealer by filing FormEvery insured commercial bank with one or
FR G-FIN, pursuant to section 15C(a)(1)(B) ofyore pranch office in a foreign country is
the Securities Exchange Act of 1934. A disCUSeqyired to file this report as of December 31 o
sion of the bank’s responsibilities as a governgacp year. Significant branches, with either tote
ment securities broker and/or dealer, filing,gqets of at least $2 billion or commitments tc
requirements, and other information, including, .chase foreign currencies and U.S. dolla
examination procedures, are discussed in thg change of at least $5 billion as of the end of ¢

Board's supervisory letter SR-87-37. The Boar parter, are required to file the report quarterly
has developed a separate Summary Report

Examination of Government Securities Broker/
Dealer or Custodial Activities.

FFIEC 035—Monthly Consolidated
INTERNATIONAL ACTIVITIES Foreign Currency Report of Banks in

A bank must file certain reports if it is (:onduct-the United States
ing or intends to conduct international activities o . .
through either foreign branches or Edge Act ob-S. banks and banking institutions, including

agreement corporations. Listed below is a brigp@nk holding companies, are required to pro
description of each of these reports. vide, on a fully consolidated basis, monthly date

on their gross assets, gross liabilities, and pos
tions in foreign currencies. This report is filed by
FFIEC 009—Country Exposure institutions that have greater than $1 billion in
Report commitments to purchase foreign currencies an
U.S. dollar exchange as reported in Sched
This report is filed quarterly by all U.S. banksule RC-L of the call report, filed as of the most
and bank holding companies that meet certaifecent third quarter of each year.
ownership criteria and that, on a fully consoli-
dated basis, have total outstanding claims on
foreign residents in excess of U.S. $30 million
(or equivalent). Information is collected on theFR 2058—
distribution by country of these foreign claims
held by U.S. banking organizations.

Notification of Foreign
Branch Status

This report should be filed by any member bank
FFIEC 009a—Country Exposure bank holding company, or Edge Act or agree
Information Report ment corporation within 30 days of the opening
closing, or relocation of a foreign branch of that
This report is a quarterly supplement to theJ.S. organization or of its foreign subsidiary(ies).

Commercial Bank Examination Manual May 1996
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4150.1 Review of Regulatory Reports

FR 2064—Report of Changes in FR 2915—Report of Foreign
Investments Made under Currency Deposits
Regulation K, Subparts A and C
This report collects seven-day averages of the
This report is required to be filed no later tharamounts outstanding of foreign currency—
the last day of the month following the month indenominated deposits held at U.S. offices of the
which the acquisition or disposition of a report-depository institution, converted to U.S. dollars
able investment governed by Regulation Kand included in the Report of Transaction
occurred. Accounts, Other Deposits and Vault Cash
(FR 2900). The report is collected with the
reporting week that begins the third Tuesday of
FR 2314—Annual Report of March, June, September, and December.
Condition for Foreign Subsidiaries of
U.S. Banking Organizations
_ _ Treasury International Capital Forms
e FR 2314a—This report should be filed as of
December 31 of each year by foreign comparhe following reports are collected to gather
nies with total assets exceeding U.S. $10¢htormation on international capital movements
million. _ i by U.S. banks and their Edge Act and agreement
* FR 2314b—This report should be filed as ofcorporations, other depository institutions, inter-
December 31 of each year by foreign companational banking facilities, and bank holding
nies with total assets greater than or equal tgompanies. A $15 million (or equivalent) thresh-
$5|(|) million and less than or equal to $100,q applies to reporting institutions.
million.
* FR 2314c—This report should be filed as of B|-1 Liabilities to Foreigners, Payable in
December 31 of each year by foreign compa- Dollars
nies with total assets less than $50 million. , g| .o Custody Liabilities to Foreigners

» BL-3 Intermediary’s Notification of U.S. Non-

FR 2502g—Quarterly Report of g‘g‘lr;kiﬁ‘ggl’l":rgg from Foreigners, Pay-
Assets and Liabilities of Large

. . BC Claims on Foreigners, Payable in
Foreign Offices of U.S. Branches Dollars 9 Y

BQ-1 Part 1. Claims on Foreigners
Part 2. Domestic Customers’ Claims
on Foreigners Held by Reporter
BQ-2 Part 1. Liabilities to and Claims on
Foreigners Payable in Foreign
Currencies
Part 2. Domestic Customers’ Claims
on Foreigners (in foreign
currencies)
S Purchase & Sales of Long-Term Secu-
rities by Foreigners

This report is collected from large foreign'
branches of U.S. banking institutions, Edge Act
and agreement corporations, and large foreign
bank subsidiaries. It provides a geographic break-
down of each office’s assets and liabilities.
Branches of a U.S. bank with $150 million or
more in total assets and foreign banking subsid-
iaries with $2 billion or more in total assets, or
$10 million in deposit liabilities, are required to
file this report. :

FR 2886b—Report of Condition and
Income for Edge Act and Agreement Treasury Foreign Currency Report
Corporations

Weekly reports are required of U.S. banking
This report covers the operations of the reporterganizations (Form FC-1) or their majority-
ing corporation, including any internationalowned foreign subsidiaries (Form FC-2) with
banking facilities of the reporter. At a minimum, net foreign currency positions of U.S. $100 mil-
corporations engaged in banking must submiion (or equivalent) or more for specified
this report quarterly. currencies.

May 1996 Commercial Bank Examination Manual
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Review of Regulatory Reports

Examination Objectives .
Effective date May 1996 Section 4150.2

1. To determine that required reports are beind. To effect corrective action when official

filed on time. reporting, practices, policies, or procedures
2. To determine that the contents of reports are are deficient.
accurate.
Commercial Bank Examination Manual May 1996
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Review of Regulatory Reports

Examination Procedures
Effective date May 1993

Section 4150.3

1. Complete or update the Internal Con-
trol Questionnaire, if selected for
implementation.

2. Determine the bank’s historical record of
submitting timely and accurate reports by

tially incorrect, extend the procedures
outlined in step 3.e to the remaining
periodic reports filed since the last exam-
ination for those areas where items were
found to be substantially incorrect.

reviewing workpapers and the Regulatory g. Scan all periodic reports for unusual fluc-

Reports Monitoring Program.

tuations. Investigate fluctuations, if any.

3. Instruct those examiners assigned specifié. Review compliance with the missing, lost,
departments that generate regulatory reports counterfeit, or stolen securities requirement
of 17 CFR 240.17f-1 by:

to:

a. Determine from department records what
regulatory reports should have been filed
because of the passage of time or the
occurrence of an event.

b. Obtain copies of all regulatory reports
filed by the department since the previous
examination.

c. Check the reports obtained in the preced-
ing step and the date of filing against
statutory and regulatory requirements.

d. Instruct the bank to prepare and submib.
any delinquent reports.

e. For the most recent filing of those reports
submitted on a periodic basis and all other
reports submitted since the last examina-
tion, perform the following:

* Reconcile the line items shown on the
reports to the bank’s general ledger,
subsidiary ledgers, or daily statements.
Obtain the bank’s workpapers applica-
ble to each line item and reconcile
individual items to the reports.

» Determine whether other examining per-

sonnel uncovered any misstatement of

assets, liabilities, income, or expense
during their examination of the various
departments.

Determine that the reports are prepared

in accordance with Federal Reserve

and/or other applicable instructions.

f. On the basis of the work performed in the
preceding step, perform either of the fol-
lowing, as appropriate:

« If the reports are found to be substan-
tially correct, limit the review of the
remaining periodic reports filed since
the last examination to the reconcilia-

a.

C.

Discussing with appropriate officers and
personnel the procedures in effect regard
ing the filing of Form X-17F-1A (Miss-
ing, Lost, Stolen, or Counterfeit Securities
Report).

. Discussing with the appropriate person:s

the procedures in effect regarding compli-
ance with the inquiry requirements.
Substantiating Internal Control questions
6 through 15, as appropriate.

Prepare comments in appropriate report forr
and discuss with management:

a.
b.

Violations of law or regulations.
Inaccurate reports, and, if applicable, the
need for amended reports. If amendec
reports are considered appropriate, con
sult with Reserve Bank supervisory per-
sonnel before requesting the bank to refile
the report(s).

. Material differences in the annual report

of the state member bank whose securitie
are subject to registration pursuant to the
Securities Exchange Act of 1934. (State
law governs the furnishing of annual
reports to stockholders for banks with less
than 500 shareholders.)

. Recommended corrective action when pol

icies, practices, or procedures are deficier
or when reports have been filed incor-
rectly, late, or not at all.

The comments must include, if applica-
ble, the name(s) and the “as of” date(s) of
amended report(s); and the date of filing
amount of, and explanation of any mate-
rial difference existing in either the
numerical items or narrative statements ir
the annual report.

tion of financial statement account cate6. Update the workpapers with any information
that will facilitate future examinations.

gories to general ledger control accounts.
« If the reports are found to be substan-
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Review of Regulatory Reports

Internal Control Questionnaire
Effective date May 1993

Section 4150.4

Review the bank’s internal controls, policies,

practices, and procedures for regulatory reports.
The bank’s system should be documented in a
complete and concise manner and should include,
where appropriate, narrative descriptions, flow-

charts, copies of forms used, and other pertinent
information. 6

1. Do requests for all regulatory reports come
to one individual or department?

2. Does that individual or department have the
authority to request that required informa-
tion be prepared by the applicable banking
department?

3. To ensure that all regulatory reports are
submitted on a timely basis and are accu-
rate, determine the following:

a. If completion of the report requires
information from several departments:

* Is a written memorandum sent to the
various departments requesting the
information?

* Is the memorandum addressed to a
department head?

» Does the memorandum have a due

date?

Are procedures in effect to send sec-

ond requests if the memorandum is not

returned by its original due date?

Does completion of the memorandum g,

require two signatures, that of the per-

son gathering the information and that
of the person’s superior who is held
responsible for its accuracy?

b. If completion of the report requires
information from one department, is there
separation of duties to ensure that the
raw data to complete the report is com-
piled by one person and verified by
another person, prior to submission?

4. After the report is prepared, but prior to its
submission, is it checked by:

a. The supervisor of the department prepar-
ing the report, who takes personal respont (.
sibility for its accuracy and submission
on a timely basis?

b. Bank personnel who have no part in the
report's preparation?

5. Do report workpapers leave a clear auditl.
trail from the raw data to the finished

report and are they readily available for
inspection?

Review the bank’s system for compli-
ance with the reporting and inquiry require-
ments of the lost and stolen securities pro
visions of 17 CFR 240.17f-1.

. Has the bank registered as a direct o

indirect inquirer with the Securities Infor-
mation Center, Inc.?

7. Are reports submitted within one busines:s

day of discovery when:

a. Theft or loss of a security is believed to
have occurred through criminal activity?

b. A security has been missing or lost for
two business days, except in certain
cases?

c. A security is counterfeit?

8. Are reports submitted by the bank, as ¢

delivering institution, within two business

days of notification of nonreceipt when:

a. Delivery is in person and no receipt is
maintained by the bank?

b. Delivery of securities is made by mail or
via draft, and payment is not received
within 10 business days and confirma-
tion of nondelivery has been made by the
receiving institution?

c. Securities are lost in transit and the
certificate number(s) can be determined

Are reports submitted by the bank, as ¢

receiving institution, within one business

day of discovery and natification of the
certificate number(s) when:

a. Securities are delivered through a clear
ing agency and the delivering institution
has supplied the certificate numbers
within the required two business days
after request?

b. Securities are delivered over the window
and the delivering institution has a
receipt and supplies the certificate num-
ber(s) within the required two business
days after request?

Are securities that are considered to be los

or missing as a result of counts or verifica-

tions reported no later than ten busines:
days after discovery or as soon after as th
certificate number(s) can be ascertained?

Are copies of those reports submitted to th

registered transfer agent for the issue and, i

Commercial Bank Examination Manual
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4150.4 Review of Regulatory Reports: Internal Control Questionnaire

the case of suspected criminal activity, thel5. Are copies of Form X-17F-1A and subse-
Federal Bureau of Investigation? quent confirmations and other information
12. Are all recoveries of securities reported received maintained for three years in an
within one business day of recovery or easily accessible location?
finding? (Note: Only the institution that
initially reported the security as missing can
make a recovery report.) CONCLUSION
13. Are inquiries made when the bank takes in
any security that is not: 16. Does the foregoing information provide an
a. Received directly from the issuer or  adequate basis for evaluating internal
issuing agent at issuance? controls in that deficiencies in areas not
b. Received from another reporting institu-  covered by this questionnaire do not signif-
tion or Federal Reserve bank in its ca- icantly impair any controls? Explain nega-
pacity as fiscal agent? tive answers briefly, and indicate any addi-
c. Received from a bank customer and is tional examination procedures deemed
registered in the name of the customer or  necessary.

its nominee? 17. Are internal controls adequate based on a
14. Are all reports made on Form X-17F-1A or  composite evaluation, as evidenced by
facsimile? answers to the foregoing questions?
March 1994 Commercial Bank Examination Manual
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Sale of Uninsured Nondeposit Debt Obligations
on Bank Premises _
Effective date May 1996 Section 4160.1

INTRODUCTION that potential purchasers understand that th
debt security is not federally insured or guaran
State member banks have, at times, engaged tiged. Specifically, the debt security should boldly
issuing nondeposit debt securities on their owstate on its face that it is not insured by the
behalf or assisted in the sale of these instrumenksderal Deposit Insurance Corporation. In addi
(for example, commercial paper or other shorttion, this information should be verbally stated
term or long-term debt securities, such as thrifto the purchaser, and, in cases where purchase
notes and subordinated debentures) on behalf 86 not take physical possession of the obliga
their parent bank holding companies or othetion, the purchaser should be provided with
affiliates. It is important to ensure that theseprinted advice that conveys this information.
securities are not issued, marketed, or sold in a
manner that could give the purchaser the
impression that the obligations are federally
insured deposits. Consequently, state membUPERVISORY GUIDANCE
banks and their subsidiaries that have issued or
plan to issue nondeposit debt securities shoulds noted, a state member bank may also becon
not market or sell these instruments in anynvolved in the sale of uninsured debt obliga-
public area of the bank where retail deposits argons of its parent bank holding company or &
accepted, including any lobby area of the bankaonbank affiliate. It is a longstanding policy of
the Federal Reserve that debt obligations of
bank holding company or a nonbank affiliate no
PROCEDURES be issued, marketed, or sold in a way tha
conveys the misimpression or misunderstandin
This policy is not intended to prevent banksthat these instruments are either (1) federall
from selling their uninsured debt instruments irinsured deposits or (2) obligations of or guaran
a manner that is consistent with sound an&eed by the subsidiary bank. The purchase c
prudent banking practices. These instrument§iese holding company obligations by retail
generally may be sold to investors in variouglepositors of the subsidiary bank can, in the
ways away from the retail deposit-taking ancevent of default, result in losses to individuals

general lobby areas of the bank. In this regargvho believed that they had acquired federally
personnel not regularly involved in deposit.msured or guaranteed instruments. In addition t

taking activities or in opening new depositthe problems created for these individuals, thi
accounts may make prospective investors in théituation could impair public confidence in the
community aware of uninsured debt obligationdank and lead to unexpected withdrawals o
outside of the retail deposit-taking and generdiquidity pressures.
lobby areas. Also, these instruments may gen- If a state member bank intends to market o
erally be sold by an employee or officer segresell or to allow its parent holding company or a
gated from the retail deposit-taking and generatonbank affiliate to market or sell uninsured
lobby areas of the bank, even if the employee anondeposit debt obligations on bank premises
officer occasionally accepts deposits or opens ahe bank should establish internal controls tc
account (but not as a part of his or her regulaensure that the promotion, sale, and subseque
duties), so long as the arrangement is not strucustomer relationship resulting from the sale o
tured in a way that misleads the purchaser or ihese debt obligations is separated from th
otherwise contrary to supervisory guidelines. retail deposit-taking functions of the bank. For
Further, state member banks involved in thigurther information on commercial paper, see
activity should establish procedures to ensursection 2030, “Bank Dealer Activities.”
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Sale of Uninsured Nondeposit Debt Obligations
on Bank Premises

Examination Objectives
Effective date May 1996

Section 4160.2

. To determine if uninsured nondeposit debt
obligations of the state member bank or an
affiliate are sold on bank premises.

. To determine if the policies, practices, pro4.

cedures, and internal controls for the sale of
uninsured nondeposit debt instruments are
adequate.

. To ensure that the marketing and sale of

uninsured nondeposit debt instruments arb.

not conducted in a manner that conveys the
impression or suggestion that they are fed-
erally insured deposits. Additionally, hold-

ing company or affiliate instruments should

not convey the impression or suggestion tha
they are obligations of or guaranteed by the
state member bank.

To ensure that the marketing and sale ©
uninsured nondeposit debt obligations are
sufficiently separated and distinguished fror
retail banking operations, particularly the
deposit-taking function.

To initiate corrective action if policies, prac-
tices, or procedures related to the sale ©
uninsured nondeposit debt instruments ar
deficient.
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Sale of Uninsured Nondeposit Debt Obligations

on Bank Premises

Examination Procedures
Effective date September 1992

Section 4160.3

1. Verify that the bank does not sell uninsured
nondeposit debt instruments at teller win-
dows or other areas where retail deposits are (.
routinely accepted, including general lobby
areas surrounding teller windows and per-
sonal banking desks.

2. Assess the adequacy of disclosures and the
separation of the marketing and sale of
uninsured nondeposit debt obligations from
the retail deposit-taking function by assuring
that:

a. the debt instrument, advertising, and all
related documents disclose prominently in
bold print that the debt instrument is not
insured by the Federal Deposit Insurance
Corporation (bank holding company debt
instruments should also state that the
instrument is not an obligation of, or
guaranteed by, the bank);

b. advertisements that promote uninsured 9-
debt obligations of the bank (or an affili-
ate) do not also promote insured deposits
of the bank in a way that could lead to

instruments in a way that might suggest
the insured bank is the obligor;

adequate verbal disclosures are made du
ing telemarketing contacts and at the time
of sale (a review of employee instructions
or a telemarketing script, or appropriate
guestions directed to an employee han
dling this function, could assist an exam-
iner in assessing the adequacy of verbe
disclosure);

. retail deposit-taking employees of the

insured depository institution are not
engaged in the promotion or sale of unin-
sured nondeposit debt instruments;

information on uninsured nondeposit deb!
instruments is not contained in the retail
deposit statements of customers or in th
immediate retail deposit-taking area; and
account information on holdings of
uninsured nondeposit debt instrument:
is not included on insured deposit
statements.

confusion; 3. Encourage the bank to obtain a signed stat

c. the obligor of the uninsured debt instru- ment from the customer indicating that the
ment is prominently disclosed and hames customer understands that the uninsured de
or logos of the bank are not used on instrument is not a deposit and is not FDIC
holding company or nonbank affiliate insured.
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Retail Sales of Nondeposit Investment Products
Effective date May 1996 Section 4170.1

INTRODUCTION erally does not apply to fiduciary accounts
administered by a depository institution. How-
Depository institutions have become increasever, for fiduciary accounts where the custome
ingly involved in selling uninsured nondepositdirects investments, such as self-directed ind
investment products, such as mutual funds oridual retirement accounts, the disclosures pre
annuities, on their premises to retail customerscribed by the interagency statement (see th
In response to this development, an interagencypisclosures and Advertising” subsection below)
statement on retail sales of nondeposit invesshould be provided. Furthermore, the inter-
ment products (interagency statement) was issu@g@ency statement applies to affiliated broker
on February 15, 1994, to enhance customelealers when the sales occur on the premises
protection and lessen possible customer confiihe depository institution. The interagency
sion that these products are insured depdsitsstatement also applies to sales activities ©
The interagency statement applies to all insuredn affiliated broker-dealer resulting from a
banks and thrifts, including state member bankeeferral of retail customers by the depository
and the U.S. branches and agencies of foreignstitution.
banks. The Rules of Fair Practice of the National
The guidelines contained in the interagencyAssociation of Securities Dealers (NASD) gov-
statement apply to retail recommendations oern sales of securities by its member broker
sales of nondeposit investment products madgealers. In addition, the federal securities law:

by— prohibit materially misleading or inaccurate
representations in connection with the offer ol
» employees of a depository institution, sale of securities and require that sales o©

employees of an affiliated or unaffiliated thirdregistered securities be accompanied by a pr
party occurring on the premises of the bankingpectus that complies with SEC disclosure
organization (including telephone sales, investrequirements.
ment recommendations by employees, and Examiners should determine whether the
sales or recommendations initiated by mailnstitution has adequate policies and procedure
from its premises), and to govern the conduct of the sales activities
sales resulting from a referral of retail custom-on bank premises and, in particular, whethe
ers by the institution to a third party when thesales of nondeposit investment products ar
depository institution receives a benefit for thedistinguished from the deposit-taking activities
referral. of the bank through disclosure and physica
means that are designed to prevent custom
Retalil sales include (but are not limited to)confusion.
sales to individuals by depository-institution Although the interagency statement does nc
personnel or third-party personnel conducted iapply to sales of nondeposit investment product
or adjacent to a depository institution’'s lobbyto nonretail customers, such as fiduciary custorr
area. The sales of government and municipars, examiners should also apply the examing
securities made in a depository institution’stion procedures prescribed in SR-94-34
dealer department located away from the lobb{Examination Procedures for Retail Sales of
area are not subject to the interagency statemeiNondeposit Investment Products,” May 26,
In addition, the interagency statement geni994) when retail customers are directed to th
institution’s trust department, where they may
purchase nondeposit investment products b
- simply completing a customer agreement.
Banks under cover of a supenvisony leter, SR.84-11 (nter- -t odnonal information on the subject of
agency Statement on Retaﬁl Salesyof Noﬁdeposit Inv(estmerrw?talII _sales of nondeposn InveStmem produc_ts
Products,” February 17, 1994). This SR-letter supersede§X@miners and other interested parties may fin
SR-93-35 dated June 17, 1993, which addressed the retail satehelpful to refer to “Retail Investment Sales—
CuMare i e ooy e v o guicelines for Banks! (ndusty guidelines)
%??—95—46 (“?nterprgetation of Ir?teraéesn?:;sétemgﬁtpog ReetaiEebruary 1994, pUPIIShed colleqtlvely by six
Sales of Nondeposit Investment Products,” September 1£0aNK trade associations and available from th
1995). American Bankers Association.
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4170.1 Retail Sales of Nondeposit Investment Products

PROGRAM MANAGEMENT sion, a nondeposit investment product must
not have a name that is identical to the name
Banks must adopt policies and procedures gowf the bank or its affiliates. However, a bank
erning nondeposit investment product retail sale®ay sell a nondeposit investment product with
programs. These policies and procedures shouéd similar name as long as the sales program
be in place before the commencement of thaddresses the even greater risk that customers
retail sale of nondeposit investment products omay regard the product as an insured deposit
bank premises. or other obligation of the bank. Moreover, the
The bank’s board of directors is responsibldank should review the issuer’s disclosure docu-
for ensuring that retail sales of nondeposit investnents for compliance with SEC requirements,
ment products comply with the interagencywhich call for a thorough explanation of the
statement and with all applicable state andelationship between the bank and the mutual
federal laws and regulations. Therefore, théund.
board, or a designated committee of the board, The Federal Reserve applies a stricter rule
should adopt written policies that address thender Regulation Y (12 CFR 225.125) when a
risks and management of these sales prograntEnk holding company (as opposed to a bank) or
Policies and procedures should reflect the siz&éonbank subsidiary acts as an investment advi-
complexity, and volume of the institution’s sor to a mutual fund. In this case, the fund may
activities or, when applicable, the institution’snot have a name that is identical to, similar to, or
arrangements with any third parties selling thesa variation of the name of the bank holding
products on bank premises. The bank’s policiesompany.
and procedures should be reviewed periodically
by the board of directors, or its designated
committee, to ensure that they are consisterll_g .
with the institution’s current practices, applica- ermlss[ble Use of Customer
ble laws, regulations, and guidelines. Information
As discussed in more detail below, a bank’s
policies and procedures for nondeposit invest8anks should adopt policies and procedures on
ment products should, at a minimum, addresthe use of confidential customer information for
disclosure and advertising, the physical separ&ny purpose in connection with the sale of
tion of investment sales from deposit-takinghondeposit investment products. The industry
activities, compliance and audit requirementsguidelines permit institutions to share with third
suitability concerns, and other sales practiceBarties only limited customer information, such
and related risks. In addition, policies and pro@s the name, address, telephone number, and

cedures should address the following areas. types of products owned. The guidelines do not
permit the sharing of more confidential infor-

mation, such as specific or aggregate dollar
Types of Products Sold amounts of investments or net worth, without
the customer’s prior acknowledgment and writ-

When evaluating nondepositinvestment producté?n consent.

management should consider what products best
meet the needs of the bank’s customers. Policies

should outline the criteria and procedures th&ll\rrangements with Third Parties
will be used to select and periodically review

nondeposit investment products that are recomy majority of all nondeposit investment prod-

f."e“deﬂ orljold o_ndthelf)ank's_ prenﬁlses. IQSt'tut]cts sold on bank premises are sold by repre-
tions should periodically review the pro uCt"“"senta’[ives of third parties. Under these arrange-
offered to ensure they meet their customer

Sments, the third party has access to the
needs. institution’s customers, and the bank is able to
make nondeposit investment products available
. Lo to interested customers without having to com-
Use of Identical or Similar Names mit the resources and personnel necessary to sell

the products directly. Third parties include
Because of the possibility of customer confuwholly owned subsidiaries of a bank, bank-
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Retail Sales of Nondeposit Investment Products 4170

affiliated broker-dealers (section 20 compahieghe provisions of a third-party agreement, banl
or discount brokerage firms), unaffiliated brokermanagement should monitor the conduct o
dealers, insurance companies, or other compaendeposit investment product sales prograrn
nies in the business of distributing nondeposito ensure that sales of the products are distint
investment products on a retail basis. from other bank activities and are not conducte:

Bank management should conduct a compren a manner that could confuse customers abol
hensive review of an unaffiliated third partythe lack of insurance coverage for these
before entering into any arrangement. The reviewvestments.
should include an assessment of the third party’s
financial status, management experience, repu-
tation, and ability to fulfill its contractual obli- . .
gations to the bank, including its compliancecontmgency Planning
with the interagency statement. o )

Banks should enter into written agreement&londeposit investment products are subject t
with any affiliated and unaffiliated third partiesPrice fluctuations caused by changes in intere:
that sell nondeposit investment products okates and stock market vgluatlons. In the ever
bank premises. These agreements should 166 @ sudden, sharp drop in the market value o
approved by the bank’s board of directors or itfondeposit investment products, institutions ma
designated committee. Agreements should oufXPerience a heavy volume of customer inquir
line the duties and responsibilities of each party®S: complaints, and redemptions. Therefore
describe third-party activities permitted on thenanagement should develop contingency plar
institution’s premises; address the sharing or us@ address these situations. A major element ¢
of confidential customer information for invest-8ny contingency plan should be to provide
ment sales activities: and define the terms fgpustomers with access to information about the
use of the bank’s office space, equipment, anlalvestments._ Other factors tq consu_jer in contin
personnel. If an arrangement includes dud#€ncy planning |_nclude public relatlon_s and the
employees (bank employees also utilized by gbility of operations staff to handle increasec
third party), the agreement must provide forelumes of transactions.
written employment contracts that specify the
duties of these employees and their compensa-
tion arrangements.

In addifcijon, a third-party agreement shouloplSCLOSURES AND
specify that the third party will comply with all ADVERTISING
applicable laws and regulations and will conduc L
itgpactivities in a mar?ner consistent with thebpntent’ Form, and Timing of
interagency statement. The agreement shouldisclosures
authorize the institution to monitor the third
party’s compliance with its agreement, as welNondeposit investment product sales program
as authorize the bank and Federal Resenghould ensure that customers are clearly an
examination staff to have access to third-partfully informed of the nature and risks associatec
records considered necessary to evaluate thi4th these products. In addition, nondeposi
compliance. These records should includéwvestment products must be clearly differenti-
examination results, sales practice reviews, ar@fed from insured deposits. The interagenc
related correspondence provided to the thirgtatement identifies the following minimum dis-
party by securities regulatory authorities. Finallyclosures that must be made to customers whe
the agreement should provide for indemnificaproviding investment advice, making invest-
tion of the institution by an unaffiliated third ment recommendations, or effecting nondepos
party for the conduct of its employees in condnvestment product transactions:
nection with its sales activities. Notwithstanding

* They are not insured by the FDIC.
« They are not deposits or other obligations o

S — the institution and are not guaranteed by th
2. A nonbank subsidiary of a bank holding company that institution.

has been authorized to underwrite and deal in certain debt and . . . .

equity securities that cannot be underwritten or dealt in by They are SUbJeCt to investment risks, includ-

member banks directly. ing the possible loss of the principal invested
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4170.1 Retail Sales of Nondeposit Investment Products

There are limited situations in which the disclo- The minimum disclosures may be made on a
sure guidelines need not apply or where a&ustomer account agreement or on a separate
shorter logo format may be used in lieu of thedisclosure form. The disclosures must be con-
longer written disclosures. spicuous (highlighted through bolding, boxes,
The interagency statement disclosures do naind/or a larger typeface). Disclosures contained
need to be provided in the following situations:directly on a customer account agreement should
be located on the front of the agreement or

« radio broadcasts of 30 seconds or less; adjacent to the customer signature block.

« electronic signg,and Banks are to obtain a written acknowl-

* signs, such as banners and posters, when theggment—on the customer account agreement
are used only as location indicators. or on a separate form—from a customer con-

firming that he or she has received and under-
Additionally, third-party vendors not affiliated stands the minimum disclosures. For nondeposit
with the depository institution need not makeinvestment product accounts established before
the interagency statement disclosures on notthe issuance of the interagency statement, banks
deposit investment product confirmations and ighould obtain a disclosure acknowledgment from
account statements that may incidentally, with ghe customer at the time of the customer’s next
valid business purpose, contain the name of theurchase transaction. If an institution solicits
depository institution. customers by telephone or malil, it should ensure
Shorter, logo-format disclosures may be usethat the customers receive the written disclo-
in visual media, such as television broadcastsures and an acknowledgment to be signed and
ATM screens, billboards, signs, posters, andeturned to the institution.
written advertisements and promotional materi- Customer account statements, including com-
als, such as brochures. The text of an acceptalined statements for linked accounts and trade
logo-format disclosure would include the fol-confirmations that are provided by the bank or

lowing statements: an affiliate, should contain the minimum disclo-
sures if they display the name or logo of the
* Not FDIC-Insured. bank or its affiliate. Statements that provide
* No Bank Guarantee. account information about insured deposits and
* May Lose Value. nondeposit investment products should clearly

) ] ] segregate the information about nondeposit
Disclosure is the most important way ofinvestment products from the information about
ensuring that the differences between nondeposits to avoid customer confusion.
deposit investment products and insured depos-

its are understood by retail customers. Accord-

ingly, it is critical that the minimum disclosures .

be presented clearly and concisely in both orghdvertising

and written communications. In this regard, the

minimum disclosures should be providled— The interagency statement provides that adver-
tisements in all media forms that identify spe-

« orally during any sales presentations (includeific investment products must conspicuously

ing telemarketing contacts) or when investinclude the minimum disclosures and must not

ment advice is given, suggest or convey any inaccurate or misleading

orally and in writing before or at the time animpressions about the nature of a nondeposit

investment account to purchase these produdvestment product. Promotional material that

is opened, and contains information about both FDIC-insured
« in all advertisements and other promotionaproducts and nondeposit investment products
materials (discussed further below). should clearly segregate the information about

the two product types. When promotional sales
materials related to nondeposit investment prod-
ucts are displayed in the bank’s retail areas, they
should be grouped separately from material

3. “Electronic signs” may include billboard-type signs that related to insured bank products
are electronic, time-and-temperature signs, and ticker-tape ’

signs. Electronic signs would not include such media as lelemarketing scripts should be reviewed to
television, on-line services, or ATMs. determine whether bank personnel are inquiring
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Retail Sales of Nondeposit Investment Products 4170

about customer investment objectives, offeringnvestment product sales activities should b
investment advice, or identifying particularconducted in a location that is physically distinct
investment products or types of products. Irfrom the areas where retail deposits are takel
these cases, the scripts must contain the minBank employees located at teller windows may
mum disclosures, and bank personnel relying onot provide investment advice, recommenc
the scripts must be formally authorized to selinvestment products, or accept orders (eve
nondeposit investment products by their employunsolicited orders) for nondeposit investmen
ers. Further, these personnel must have trainingoducts.

that is the substantive equivalent of that required To decide whether nondeposit investmen
for personnel qualified to sell securities as regproduct sales activities are sufficiently separat
istered representatives (see the “Training” subfrom deposit activities, the particular circum-
section below). stances of each bank need to be evaluated. FDI
insurance signs and insured deposit-related prt
motional material should be removed from the
investment product sales area and replaced wii
appropriate signs indicating that the area is use
or the sale of investment products. Signs refer

A bank should apprise customers of certairfl.n to specific investments should prominentl
material relationships. For example, a customéf"9 P P Y

should be informed by sales personnel Oral%ontain the minimum disclosures. In the limited

Additional Disclosures

and in writing before the sale about any advisory, (uation where physical constrlalnts prevent fnon
relationship existing between the bank (or al eposit investment pro<_:iu_ct sales activities fron
affiliate) and a mutual fund whose shares arg_‘em.g canucted ina d.'St'nCt and separate are
being sold by the institution. Similarly, fees e institution has a heightened responsibility tc

y repsure that appropriate measures are taken

penalties, or surrender charges associated witheg > .
minimize customer confusion.

nondeposit investment product should be dis- - .
closed by sales personnel orally and in writin Icrlié?leZSa(:sc?mOfagf\ensktshgtla'\s:[eﬁrfet?;fllIilg\t/iitxgc
before or at the time the customer purchases t (goducts directlpto bank customers, the require
product. The SEC requires written disclosure o vl ; ! qu
ment for separation of deposit-taking facilities

this information in the investment product’s " . s
from the securities operations of the section 2

prospectus. . .
company is absolute under the relevant firewal

If sales activities include any written or oral o ’ .
representations concerning ingurance coveraC nditions imposed on these companies by th
oard. Accordingly, retail sales activities con-

by any entity other than the FDIC (for example, ucted by a section 20 company must be in

SIPC insurance of broker-dealer accounts " . L .
. ] . ' Separate office which, at a minimum, is set off
state insurance fund, or a private insuranc P

company), then clear and accurate ex lanatiofom deposit-taking activities by partitions and
pany). P identified by signs with the name of the sec-

of the coverage must a!sp l:_)e prowded to CUS0n 20 company. Further, section 20 compan
tomers at that time to minimize possible confu- :

sion with FDIC insurance. These disclosureﬁgqnpkloguessi‘ng]:sy crjaorzj S?o?lfje:s?n;glt%egzl g ﬂl
should not suggest that other forms of insuranc ) 9 P

. ; onnel should clearly indicate that they sell
%rseuigcrelcséubstantlve equivalent to FDIC depos‘ﬁondeposit investment products or, if applicable

are employed by a broker-dealer.

The interagency statement was intended ger
erally to cover sales made to retail customers i
SETTING AND CIRCUMSTANCES the bank lobby. However, some institutions may

. . . have an arrangement whereby retail custome
Physical Separation from Deposit purchase nondeposit investment products at
Activities location of the institution that is generally con-

fined to institutional services (for example, cor-
Selling or recommending nondeposit investmernporate money desk). In these cases, the ba
products on bank premises may give the impreshould still ensure that retail customers receivi
sion that the products are FDIC-insured or ar¢he minimum disclosures to minimize any pos-
obligations of the bank. To minimize customersible customer confusion with nondeposit invest
confusion with deposit products, nondeposiment products and insured deposits.
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4170.1 Retail Sales of Nondeposit Investment Products

Hybrid Instruments and Accounts annuities, the equivalent training is that ordi-
narily needed to pass NASD's series 6 limited

When an institution offers accounts that linkrepresentative examination, which typically
traditional bank deposits with nondeposit investinvolves approximately 30 to 60 hours of prepa-
ment products, such as a cash-managemeiation, including about 20 hours of classroom
account: the accounts should be opened in th&aining. Bank employees who are authorized to
investment sales area by trained personnel. Bell additional investment products and securi-
light of the hybrid characteristics of these prodiies should receive training that is appropriate
ucts, the opportunity for customer confusion ig0 pass the NYSE'’s series 7 general securities
amplified, and the institution should take specialepresentative examination, which typically
care during the account-opening process to efvolves 160 to 250 hours of study, including at

sure that a customer is accurately informed thdeast 40 hours of classroom training.

The training of third-party or dual employees

» funds deposited into a sweep account wilis the responsibility of the third party. When
only be FDIC-insured until they are swept intoentering into an agreement with a third party,
a nondeposit investment product account andank management should be satisfied that the

e customer account statements may discloghird party is able to train third-party and dual
balances for both insured and nondeposigmployees with respect to compliance with the
product accounts. minimum disclosures and other requirements of
the interagency statement. Copies of third-party

training and compliance materials should be

DESIGNATION. TRAINING. AND obtained and reviewed by the bank to monitor
SUPERVISION ’OF PERSONNEL the third party’s performance regarding its train-

ing obligations.
Hiring and Training of Sales
Personnel
B iy Training of Bank Personnel Who
anks hiring sales personnel for nondeposi ke Ref |
investment product programs should investigat ake referrals
the backgrounds of prospective employees.
When a candidate for employment has previou§2nk employees, such as tellers and platform
investment industry experience, the bank shoulB€rsonnel, who are not authorized to provide

check whether the individual has been the sufnvestment advice, make investment recommen-

ject of any disciplinary actions by securities,gationsv or sell nondeposit investment products,

state, or other regulators. ut who may refer customers to authorized
Un‘registered bank sales personnel shoul ondeposit investment products sales personnel,
receive training that is the substantive equivaShould receive training about the strict limita-
lent of that provided to personnel qualified tolionS On their activities. In general, bank person-
sell securities as registered representatives. Traii€! Who are not authorized to sell nondeposit
ing should cover the areas of product knowlInvestment products are not permitted to discuss
edge, trading practices, regulatory requiremen@€neral or specific investment products,
and restrictions, and customer-protection issueBr€dualify prospective customers as to financial
In addition, training programs should cover the>t@tus and investment history and objectives,
bank's policies and procedures for sales ofPeN new accounts, or take orders on a solicited
nondeposit investment products and should B unsolicited basis. These personnel may con-
conducted continually to ensure that staff ardCt customers for the purposes of—
familiar with new products and compliance " .
issues. * determining whether the customer wishes to
For those bank employees whose sales activi-'€C€iVe investment information

ties are limited to mutual funds or variable® inquiring whether the customer wishes to
discuss investments with an authorized sales

representative, and

4. Ahybrid account may incorporate deposit and brokeragé a_rranglng appointments to meet with autho-

services, credit/debit card features, and automated sweep”zed bank Sale$ personnel or third-party
arrangements. broker-dealer registered sales personnel.
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Retail Sales of Nondeposit Investment Products 4170

The minimum disclosure guidelines do notsuitability of investment recommendations anc
apply to referrals made by personnel not authaelated recordkeeping requirements. Sales pe
rized to sell nondeposit investment products ifonnel that recommend nondeposit investmer
the referral does not provide investment advicgroducts to customers should have reasonab
identify specific investment products, or makegrounds for believing that the recommendec
investment recommendations. products are suitable for the particular custome
on the basis of information he or she has
provided. A reasonable effort must be made t«
obtain, record, and update information concern
ing the customer’s financial profile (for exam-

Bank policies and procedures should designatB!€: [@x status, other |nvestT]ent§,f income)
by title or name, the individuals responsible fOIJnvestment objectives, and ot er Informatior
supervising nondeposit investment product saldFcessary t9 make recommendations.
activities, as well as the referral activities of N determining whether sales personnel ar
bank employees not authorized to sell thes@eeting their su!tablllty respop5|b|I|t|es, exam-
products. Personnel responsible for managinj€rs should review the practices for conform-
the sales programs for these products shoufflce With the bank’s policies and procedures
have supervisory experience and training equiva-Ne examiner's review should include a sampls
lent to that required of a general securitie®f customer files to determine the extent of
principal, as required by the NASD for broker-customer information collected, recorded, an
dealers. Supervisory personnel should be respoPdated (for subsequent purchases) an
sible for the bank’s compliance with policiesShould determine whether investment recom
and procedures on nondeposit investment progP€ndations appear unsuitable in light of this
ucts, applicable laws and regulations, and thi&formation.

interagency statement. When sales of these prod-Nondeposit investment product sales pro
ucts are conducted by a third party, supervisorgrams conducted by third-party broker-dealer
personnel should be responsible for monitoringre subject to the NASD’s suitability and other
compliance with the agreement between thseales practice rules. To avoid duplicating NASD
bank and the third party, as well as compliancexamination efforts, examiners should rely or
with the interagency statement, particularly théhe NASD’s most recent sales practice review o
guideline calling for nondeposit investment prodthe third party, when available. If an NASD
uct sales to be separate and distinct from theeview has not been completed within the las
deposit activities of the bank. two years, Reserve Banks should consult witl
Board staff to determine an appropriate exami
nation scope for suitability compliance before
proceeding further.

Supervision of Personnel

SUITABILITY AND SALES
PRACTICES

Suitability of Recommendations Sales Practices and Customer
Suitability refers to the matching of customerCOmMplaints
financial means and investment objectives with
a suitable product. If customers are placed int8anks should have policies and procedures th:
unsuitable investments, the resulting loss o&ddress undesirable practices by sales persc
consumer confidence could have detrimentalel, such as practices to generate addition:
effects on the bank’s reputation. Many first-timecommission income for the employee by churn:
investors may not fully understand the risksng or switching accounts from one product to
associated with nondeposit investment productsnother. Banks should have policies and proce
and may assume that the bank is responsiblfures for handling customer complaints relate
for the preservation of the principal of theirto nondeposit investment products. The proces
investment. should provide for the recording and tracking of
Banks that sell nondeposit investment prodall complaints and require periodic reviews of
ucts directly to customers should develogomplaints by compliance personnel. The merit
detailed policies and procedures addressing ttand circumstances of each complaint (including
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4170.1 Retail Sales of Nondeposit Investment Products

all documentation relating to the transaction}he fee should not depend on whether the

should be considered when determining theeferral results in a transaction. Nonmonetary

proper form of resolution. Reasonable timecompensation to bank employees for referrals

frames should be established for addressinghould be similarly structured. Auditors and

complaints. compliance personnel should not participate in
incentive compensation programs that are directly
related to the results of nondeposit investment
product sales programs.

COMPENSATION

Incentive compensation programs specifically
related to the sale of nondeposit investmenEOMPLIANCE
products may include sales commissions, lim-
ited fees for referring prospective customers t@anks must develop and maintain written poli-
an authorized sales representative, and nonmocies and procedures that effectively monitor and
etary compensation (prizes, awards, and giftspssess compliance with the interagency state-
Compensation that is paid by unaffiliated thirdment and other applicable laws and regulations
parties (for example, mutual fund distributors)and that ensure appropriate follow-up to correct
to bank staff must be approved in writing byidentified deficiencies. Compliance programs
bank management, be consistent with the bank%hould be independent of sales activities with
written internal code of conduct for the acceprespect to scheduling, compensation, and perfor-
tance of remuneration from third parties, and benance evaluations. Compliance findings should
consistent with the proscriptions of the Bankperiodically be reported to the bank’s board of
Bribery Act (18 USC 215) and the bankingdirectors or a designated committee of the board
agencies’ implementing guidelines to that actas part of the institution’s ongoing oversight of
(See SR-87-36, “Bank Bribery Act Guidelines,” nondeposit investment product activities. Com-
October 30, 1987.) Compensation policies shoulgliance personnel should have appropriate train-
establish appropriate limits on the extent oing and experience with nondeposit investment
compensation that may be paid to bankingroduct sales programs, applicable laws and
organization staff by unaffiliated third parties. regulations, and the interagency statement.
Incentive compensation programs must not be Banks should institute compliance programs
structured in such a way that they result ifor nondeposit investment products that are
unsuitable investment recommendations or salesmilar to those of securities broker-dealers.
to customers. In addition, if sales personnel sellhis includes a review of new accounts and a
both deposit and nondeposit products, similaperiodic review of transactions in existing
financial incentives should be in place for salesccounts to identify any potentially abusive
of both types of products. A compensationpractices, such as unsuitable recommendations,
program that offers significantly higher remu-churning, or switching. Compliance personnel
neration for selling a specific product (such as ahould also oversee the prompt resolution of
proprietary mutual fund) may be inappropriatecustomer complaints and review complaint logs
if it results in unsuitable recommendations tdor questionable sales practices. Management-
customers. A compensation program that information-system reports on early redemp-
intended to provide remuneration for a group ofions and sales patterns for specific sales repre-
bank employees (such as a branch or depadentatives and products should also be used by
ment) is permissible as long as the program isompliance personnel to identify any potentially
based on the group’s overall performance imbusive practices. In addition, the referral activi-
meeting bank objectives for a broad variety oties of bank personnel should be reviewed to
bank services and products and not on thensure that they conform to the guidelines in the
volume of sales of nondeposit investmentnteragency statement.
products. When nondeposit investment products are
Individual bank employees, such as tellerssold by third parties on bank premises, the
may receive a one-time nominal fee of a fixedbank’s compliance program should provide for
dollar amount for referring customers to authooversight of the third party’s compliance with its
rized sales personnel to discuss nondeposigreement with the bank, including its conform-
investment products. However, the payment oince to the disclosure and separate-facilities
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Retail Sales of Nondeposit Investment Products 4170

guidelines of the interagency statement. Thgram. The scope and frequency of audit review
results of this oversight should be reported to thef nondeposit investment product activities will
board of directors or a designated committee adepend on the complexity and sales volume of
the board. Management should obtain the thirdales program and on whether there are ar
party’s commitment to promptly correct identi-indications of potential or actual problems.
fied problems. Proper follow-up by the bank’sAudits should cover all of the issues discusse
compliance personnel should verify the thirdin the interagency statement. Internal audit sta
party’s corrective actions. should be familiar with nondeposit investment

products and receive ongoing training. Findings

should be reported to the board of directors or t
AUDITS a designated committee of the board, and prop

follow-up should be performed. Audit activities
Audit personnel should be responsible fowith respect to third parties should include a
assessing the effectiveness of the institution'seview of their compliance function and the
compliance function and overall management oéffectiveness of the bank’s oversight of the thirc
the nondeposit investment product sales prgearty’s activities.
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Retail Sales of Nondeposit Investment Products

Examination Objectives .
Effective date May 1996 Section 4170.2

. To determine that the banking organizatior8.

To ensure that the sales program is conducte

has taken appropriate measures to ensure thatin a safe and sound manner that is in com

retail customers clearly understand the differ-

ences between insured deposits and non-
deposit investment products and that they

receive the minimum disclosures both orally4.
during sales presentations (including telemar-
keting) and in writing.

. To assess the adequacy of the institution’s.
policies and procedures, sales practices, and
oversight by management and the board of
directors to ensure an operating environment
that fosters customer protection in all facets

of the sales program.

pliance with the interagency statement, Fed
eral Reserve guidelines, regulations, an
applicable laws.

To assess the effectiveness of the institution’
compliance and audit programs for non-
deposit investment product operations.

To obtain commitments for corrective action
when policies, procedures, practices, or marn
agement oversight is deficient or when the
institution has failed to comply with the
interagency statement or applicable laws an
regulations.
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Retail Sales of Nondeposit Investment Products

Examination Procedures
Effective date September 1992

Section 4170.3

1. Verify through the minutes of the board f.
of directors that the directors have approved
the sale of uninsured annuities, reviewed,
and approved the choice of an underwriter in
the past year.

2. Determine if the bank adequately evaluates
the underwriter’s financial condition at least g.
annually and regularly reviews the credit
ratings assigned to the underwriter by at least
two independent agencies evaluating annuity h.
underwriters. (Banks engaged in the sale of
annuities are expected to sell only products
of financially secure underwriters and to
make current ratings of the underwriter
available to an investor when purchasing an
uninsured annuity.)

3. Verify that the bank does not sell uninsured
annuities at teller windows or other areas
where retail deposits are routinely acceptedb. If

information on uninsured annuities is not
contained in retail deposit statements o
customers (either as advertising on de
posit statements or as “junk mail” stuffers
included with deposit statements) or in the
immediate retail deposit-taking area;
account information on annuities owned
by customers is not included on insured
deposit statements; and

officer or employee remuneration associ
ated with selling annuities is limited to
reasonable levels in relation to the indi-
vidual's salary. (As a guideline in review-
ing remuneration, see the Board’s policy
statement on disposition of credit life
insurance, as discussed in the Consume
Credit, Examination Procedures, sectior
of this manual.)

the bank allows a third-party entity to

4. Assess the adequacy of disclosures and the market annuities on depository-institution
separation of the marketing and sale of premises, assess the adequacy of disclosur
uninsured annuities from the retail deposit- and the separation of the marketing and sal
taking function by ensuring that— of uninsured annuities from the retail deposit-
a. the contract, advertising, and all related taking function by determining that—

documents disclose prominently in bold a.
print that the annuities are not deposits or
obligations of an insured depository insti-
tution and are not insured by the Federal b.
Deposit Insurance Corporation;

b. advertisements do not contain words, such c.
as “deposit,” “CD,” etc., that could lead
an investor to believe an annuity is an
insured deposit instrument;

c. the obligor of the annuity contract is d.
prominently disclosed and names or logos
of the insured bank are not used in a way

the bank has ensured that the third-part
company is properly registered or licensec
to conduct this activity,

bank personnel are not involved in sale:
activities conducted by the third party,
desks or offices used to market or sel
annuities are separate and distinctly iden
tified as being used by an outside party
and

bank personnel do not normally use desk
or offices used by a third party for annu-
ities sales.

that might suggest the insured bank is thé&. Encourage the bank to obtain a signed stats
obligor; ment from the customer indicating that the
d. adequate verbal disclosures are made dur- customer understands that the annuity is nc
ing telemarketing contacts and at the time a deposit or any other obligation of the bank
of sale; that the bank is only acting as an agent for th
e. retail deposit-taking employees of the insurance company (underwriter), and tha
insured depository institution are not the annuity is not FDIC-insured.

engaged in the promotion or sale of unin-
sured annuities;

Commercial Bank Examination Manual

May 1996
Page 1



	4120 -- Other Non-Ledger Control Accounts
	4125 -- Payments System Risk and Electronic Funds Transfer Activities
	4128 -- Private-Banking Activities
	4130 -- Private Placements
	4133 -- Prompt Corrective Action
	4140 -- Real Estate Appraisals and Evaluations
	4150 -- Review of Regulatory Reports
	4160 -- Sale of Uninsured Nondeposit Debt Obligations on Bank Premises
	4170 -- Retail Sales of Nondeposit Investment Products

